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Some Thoughts On The 
Hector Memorandum 


Cart A. AUERBACH* 


In September 1959, Florida lawyer and businessman Louis J. 
Hector resigned as a member of the Civil Aeronautics Board after 
nearly two years of service. Since this is about the average term of 
office for members of our federal regulatory commissions,? Mr. 
Hector’s action would normally have escaped public notice. But 
he wrote a long farewell Memorandum to the President arguing 
that the “independent regulatory commission is not competent in 
these days to regulate a vital national industry in the public in- 
terest” and should, therefore, be broken up.? 

Topping public disclosures which shook the prestige of the regu- 
latory commission and subjected it to fierce attack in Congressional 
quarters and the press, Mr. Hector’s Memorandum created a sen- 
sation. It was circulated by the President among all the regulatory 
commissions and, though not published officially, it soon became 
available in Congressional offices in Washington. It has been read 
widely.* Because it deals with basic issues which I discussed in a 
previous issue of this Review, an addendum taking account of the 
Hector Memorandum may be in order. 


Mr. Hector’s General Position 


Mr. Hector hurls three principal charges against the independent 
regulatory commission— (1) it is appallingly inefficient in policy- 
making, planning and administration; (2) it does not perform its 
adjudicatory functions fairly; and (3) it hinders the coordination 
of national economic policies. 





* B. A. 1935, Long Island Univ.; LL.B. 1938, Harvard Law School; Assoc. Gen. 
Counsel, OES, 1946; Gen. Counsel, OPA, 1946-1947; Fulbright Advanced Research 
Award, London School of Economics, 1953-1954; Center for Advanced Study in 
the Behavioral Sciences, 1958-1959; Assoc. Prof. of Law, 1947-1952, Prof. of Law, 
1952—, Univ. of Wis. 

* BERNSTEIN, REGULATING BUSINESS BY INDEPENDENT COMMISSION 107 (1955). 

* Hector, Problems of the CAB and the Independent Regulatory Commissions, 
a to the President, Sept. 10, 1959 (Mimeographed). The quotation 
is at 1. 

*A memorandum replying to Mr. Hector apparently has been prepared by the 
CAB. But I have heen senhde to obtain a copy. I do not ena sap the CAB 
should wish to keep its reply secret. 

“Auerbach, Should Administrative Agencies Perform Adjudicatory Functions?, 
1959 Wis. L. Rev. 95. 
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Mr. Hector maintains that these faults of the independent regu- 
latory commission are “organic” because they stem from the com- 
mingling of executive, legislative and judicial functions in one 
organization. The structure, not the personnel, of the commission 
is, therefore, responsible for its inadequacies. To remedy them, he 
would break up the commission as presently constituted and trans- 
fer “to an appropriate executive department the functions of policy- 
making and administration, to an administrative court or courts 
the adjudicatory responsibility in major litigated cases and appeals 
from administrative actions, and to the Department of Justice the 
prosecution functions.”® 

Mr. Hector would go further than Messrs. McFarland, Stason and 
Vanderbilt (the minority members of the Attorney General’s Com- 
mittee on Administrative Procedure), the Second Hoover Com- 
mission and the American Bar Association.* None of the proposals 
previously made would have separated the “judicial” from the 
“legislative” aspects of the licensing and rate determination work 
of agencies like the CAB, the FCC and the ICC. 

Previously, too, the commingling of powers in the regulatory 
agency was attacked on the ground that it would result in the zeal- 
ous prosecution of the public interest at the undue expense of the 
private interest. Now Mr. Hector blames commingling for the neg- 
lect of the public interest. It is possible, of course, that the organi- 
zational structure of the independent regulatory commission pre- 
cludes it from promoting either the public or the private interest. 
But commissions are not being critized for neglecting the private 
interest; they are being attacked for subordinating the public to 
the private interest.’ If this criticism is warranted, organizational 
structure alone cannot be to blame. For if the commingling of pow- 
ers permits the agency to sacrifice either the private or the public 
interest, factors other than commingling must determine which in- 
terest is chosen for the sacrifice. 

Whether or not one agrees with Mr. Hector’s recommendations, 
his analysis and views deserve the most serious attention. 


Charge (1)—Policy-Making, Planning and 
Administration Are Inadequate 


I am inclined to agree with Mr. Hector’s basic criticism that 





* Hector, supra note 2, at 66-67, 3. 

*See Auerbach, supra note 4, at 102-03. 

*Mr. Hector himself makes the — charge that agencies today “find it 
far too easy to think only of the industry they regulate.” Hector, supra note 2, 
at 73. For some of the examples he gives to back up this general charge, see 
id. at 56-60. 
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our independent regulatory commissions have failed to discharge 
their most important responsibility—‘“to formulate broad plans 
and general policies to ensure that the regulated segment of the 
economy operates for the public benefit as defined by Congress.”* 
And that this failure is due to their preoccupation with the deci- 
sion of individual cases. But I do not agree that the commingling 
of powers is the cause of the failure. In my opinion, the successful 
pressure exerted by the organized bar to force the agencies to 
consider policy matters primarily in a litigious context is more to 
blame. Former CAB Chairman James M. Landis, complaining of 
this pressure as early as 1948, wrote: 


When I was with the Board, I had the opportunity to in- 
augurate a series of studies on the weaker carriers with the 
aim of getting some knowledge of their weaknesses, whether 
these weaknesses lay in route patterns or management, and 
what could be done about them. But the legal traditions im- 
mediately seized upon that effort. Instead of studies, they had 
to be investigations. And competitors under the whip of their 
lawyers insisted we could not benefit from these studies or 
utilize them in route or rate decisions, unless they could be 
mercilessly torn to pieces by cross-examination. The result, I 
gather, is that these investigations have now been buried, be- 
cause their handling has become too difficult, too likely to cre- 
ate “error” for some gowned tribunal to pounce upon. And yet 
what more sensible way is there to approach this problem?® 


Legal traditions have forced members of agencies to see them- 
selves mainly in the image of the judge or referee and not the plan- 
ner and policy-maker. As a result, judicial trial procedures have 
been used to handle tasks, like route planning, for which the pro- 
cedures are not suitable. The misuse of judicial procedures accounts 
for the inefficiency and delay which Mr. Hector deplores in the 
typical cases he calls to our attention.’° But the commingling of 
powers in the regulatory commission does not require that proce- 





* Hector, supra note 2, at 4. 

* Landis, Air Routes Under the Civil Aeronautics Act, 15 J. Am. L. & Com. 
295, 299 (1948). 

* Hector, supra note 2, at 4-8. Hector specifically mentions, inter alia, the 
Seven States Area Investigation, No. 7454, CAB, Feb. 13, 1959, which took 3 years 
to complete. He criticizes the inability of the Board to give any direction to the 
Hearing Examiner and of the H Examiner to seek any Board guidance; 
the absence of any machinery to enable the Examiner “to actively seek out the 
information which he thought he needed,” with the result that “he just sat and 
took what the interested towns and airlines brought him” and, on that basis and 
with “no assistance of any kind except a secretary,” had to come up with a route 
plan; the redoing of the Examiner’s plan by the Board members personally on 
the basis, mainly, of “briefs and . . . their memory of the long oral argument,” 
since “they could not utilize the services of the Examiner, nor any of the parties, 
nor even of the Board’s own staff of experts.” 
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dures be used which are not suited for the task at hand. Nor would 
the separation of powers and transfer of such planning jobs to the 
Executive branch of the Government, as Mr. Hector recommends,'* 
guarantee that suitable procedures would be used. 

Mr. Hector distinguishes between questions like “the type of 
subsidized local air service required in the public interest and 
selecting the cities to be served,” which he thinks the Executive 
branch of the Government should determine, and questions like 
the “selection of carriers to perform this service,” which should be 
decided by “a true administrative court” not burdened with other 
duties and using judicial trial procedures.'* But is it possible to 
draw such a line? The CAB, for example, planned its international 
air routes pretty much as Mr. Hector would have wished. But 
in the subsequent proceedings involving the selection of carriers, 
evidence was introduced to cause it to modify its plans in im- 
portant respects.’ The selection of the carrier affects the route to 
be chosen and vice versa. A particular route might even be des- 
cribed in such a way that only a single carrier could possibly op- 
erate over it. 

This assumption—that a satisfactory way can be found to sep- 
arate the “legislative” from the “judicial” aspects of the regulatory 
commission’s work—lies at the heart of Mr. Hector’s analysis and 
proposals. I will come back to it. But so far as the “legislative” 
aspects are concerned, the same procedural questions would seem 
to arise whether or not the agency which plans the air routes—to 
take Mr. Hector’s example—also selects the carriers to operate over 
them. To what extent should states, localities, the carriers them- 
selves, and other interested groups be permitted to participate in 
route planning? How should they participate? With respect to 
what kinds of issues raised in the process of route planning might 
trial-type procedures be useful? And the answers to these questions 
should be the same whether or not the route planning agency also 
selects the carriers. 

Apart from procedural questions, Mr. Hector expects that an 
executive agency with no adjudicatory functions would be com- 
pelled to engage in active planning and policy-making.* This 
may be a reasonable expectation, even though there is scant evi- 
dence that our purely executive agencies have done a better job of 

* Id. at 8-9. 

* Ibid. 

™ See , Postwar International Route Planning By the Civil Aero- 
nautics Board, 16 J. Am. L. & Com. 388 (1949) 


% See, for example, North Atlantic Route Case, 6 C.A.B. $19 (1945). 
* Hector, supra note 2, at 72-73. 
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planning and policy-making than our independent regulatory 
commissions.‘ But is there no way of accomplishing the desired 
result that would at the same time avoid the serious problems of 
coordination that would be created by the separation of “adjudica- 
tion” from “policy-making’”’?** 

Charge (2)—The Process of Adjudication Is Unfair 


Mr. Hector charges that the independent regulatory commission 
performs its adjudicatory functions poorly and unfairly. Specifical- 
ly, he discloses that the CAB does not decide litigated cases before 
it “on the basis of general principles and standards known to the 
parties and applicable to all cases,” or “on the basis of the volumi- 
nous testimony and arguments advanced by the parties and this 
alone” and that the Board members do not “personally state the 
reasons for their decisions.”?* 

There are no general administrative principles and standards to 
guide the decision of particular cases. This lack is, of course, a 
familiar and in the main justified complaint.” But it is not a 
peculiar failure of the administrative agency. Even the Supreme 
Court of the United States is being criticized for not developing a 
coherent and intelligible body of constitutional principles.?° As we 
saw, Mr. Hector expects the separation of the “legislative” from 
the “judicial” functions of the regulatory commission to remedy 
the situation. The Executive branch of the Government would es- 
tablish the general policies to be applied by the administrative 
courts in specific cases.21 The administrative court would then be 
“free from policy-making,” even when it is deciding contested rate 
or licensing cases.** 

The relationship which Mr. Hector envisages between the execu- 





* Surely, it cannot be maintained that Mr. Hector’s criticism of the indepen- 
dent regulatory commission for taking up so much time “with minor details” 
to the neglect of “major policy and nh matters” (id. at 12) does not apply 
to any of the executive 

See, Auerbach, supra note 4, . 101-03. Mr. Hector recognizes the difficulty 
of on Poem PP age “Steaye! “administration” even within the same 

agency he discusses the 250), which tral Plan No. edt BA &4 

Stat. er de A gy Taahetnee USC. ise-5 Mm ch transferred the “executive and 

CAB Chairman. Hector, supra 

ray at 14-18. In short, Mr. Cae ae the Plan failed because control 

over the executive and prep ee an nl Do owartne- or oe yer 
control over policy, which no member of the Board wished to relinquish. 

* Hector, supra note 2, at 19-40. 

eyes supra note 4, at 103-08. 

* See, e.g., Wechsler, Toward Neutral Principles of Constitutional Law, 78 
Hary. L. . 1 (1959); and Hart, The Supreme Court, 1958 Term-Foreword: 
The Time Chart of the Justices, 73 Harv. L. Rev. 84 (1959). 


“Hector, supra note 2, at 70. 


™ Ibid. 
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tive agency and the administrative court fails to take sufficient ac- 
count of the multiple uses of adjudication— (1) to substitute for 
rule-making in the development of general principles and stand- 
ards; (2) to accompany rule-making in the development of policy; 
(3) to handle situations in which it is difficult to develop general 
principles and standards because the discretionary element is so 
important; and (4) to apply pre-established principles and stand- 
ards to particular cases which do not call for any appreciable ex- 
ercise of discretion. 

If all regulatory situations could be made to fall into category 
(4), Mr. Hector’s proposals would suit them all. For only then 
would the policy-making element in adjudication, never totally 
absent in any case, be at a minimum. Yet none of the examples Mr. 
Hector gives of the CAB’s failure to develop consistent standards 
is likely ever to be made to fall into this category. 

It is understandable, for example, why any agency would prefer 
to use case-by-case adjudication, rather than rule-making, to deter- 
mine such questions of policy as when (and how much) competi- 
tive air service should be permitted between particular cities and 
when and how new route awards should be used as a means of 
strengthening the financially weaker carriers. No principles or 
standards can be promulgated which will do more than set forth 
criteria to guide the exercise of the decision-maker’s discretion in 
particular cases. And the decision-maker would wish to decide cases 
for a while before attempting to set down these criteria. Mr. 
Hector’s proposed separation of powers would deprive the rule- 
maker in such cases of adjudicatory experience and the judge of 
rule-making experience, with the result that both rule-making and 
adjudication might be inept. 

The analogy that Mr. Hector draws between his proposed execu- 
tive agency-administrative court relationship and the general 
relationship between Congress and the courts is not sound.** 
In the case of legislation which does not involve an admin- 
istrative agency, Congress has decided that its policy should 
be implemented by the ordinary process of law enforcement 
and case-by-case court adjudication. The “overlap between the 
legislative powers of the Congress and the judicial powers of the 
courts,” which exists to the extent that the decision of cases in- 
volves policy-making under the statute, does no harm. The power 
of the courts to interpret and apply the statute is, to be sure, a check 

* Id. at 71: “... there has always been the same basic overlap between the 


legislative of the Congress and the judicial powers of the courts, and we 
have tea wall brs Gales od ioe cone 
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upon the legislature. But the legislature can have the last word. 

Legislation turned over to an administrative agency, however, 
is, as Mr. Justice Jackson described the Federal Trade Commission 
Act, “unfinished law” which must be completed by the agency “‘be- 
fore it is ready for application.”** Congress expected the legislation 
entrusted to the agencies Mr. Hector particularly has in mind—the 
CAB, the FCC, the ICC—to be completed by agency rule-making 
or adjudication or both in any combination experience indicated 
would be best. The agency is already subject to judicial and legis- 
lative checks. Will the situation be improved if additional checks 
are provided by dividing the task of implementing legislative poli- 
cy in the first instance into two tasks—one labeled “legislative” 
and entrusted to an executive agency and the other “judicial” and 
entrusted to an administrative court? Though he thinks that separ- 
ation will “compel active policy-making”?> by the Executive branch, 
Mr. Hector is realist enough to know that this will not always hap- 
pen. So he acknowledges that in cases in which the Executive has 
not promulgated any policies, the administrative court would be 
compelled “to interpret the broad Congressional mandate as best 
it could.”?° But even when the Executive branch has formulated 
general plans and policies, the administrative court would be em- 
powered by Mr. Hector to ignore them if it thought they were not 
authorized by the applicable statute. 27 The possibility of conflict 
between the Executive branch and the administrative court, under 
Mr. Hector’s scheme, would be very real. Whether we should risk 
it depends, of course, upon how bad we think the present situation 
is and the feasibility of other alternatives. An evil at hand always 
seems much worse than an imaginary one. 

Agency heads do not decide on the basis of the record alone and 
do not write their own opinions. The same failure to distinguish 
the different situations in which adjudication is used mars Mr. 
Hector’s criticism of the decision-making process in adjudicated 
cases. He approves the formulation of policy “on the basis of free, 
extensive, informal discussions with many interested and informed 
individuals or groups and on the basis of delegated staff work.”* 
But he insists that adjudication requires “formalized procedures, 
the building of a record with opportunity for presentation and 
cross-examination of evidence, and final judgment on the basis 





*FTC v. Ruberoid Co., 343 U.S. 470, 485 (1952) (dissenting opinion). 
* Hector, supra note 2, at 72. 

* Ibid. 

™ Id. at 71. 

* Id. at 51. 
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of the record alone by the persons responsible for decision.”** He 
thinks that these essentials of a proper adjudicatory process are 
currently lacking. 

But again, Mr. Hector’s sharp dichotomy does not allow for situ- 
ations typical of the work of agencies like the CAB, the FCC and 
the ICC—in which policy is made by the adjudication of cases. 

Mr. Hector attributes the inability of the heads of regulatory 
commissions to adopt the attitudes of the judge when they are de- 
ciding cases to the fact that they simultaneously perform legislative 
and administrative functions. But the attitudes of the judge may 
be improper for members of regulatory commissions which make 
policy via the adjudication of cases. And a trial-type hearing, such 
as Mr. Hector contemplates, may not be suitable for the disposition 
of many issues that arise in the course of such adjudication. Mr. 
Hector himself gives examples of this unsuitability.* 

Contrary to Mr. Hector’s assumption, members of regulatory 
commissions in the past have shown that it is possible for the same 
men to keep separate their roles as “policy-makers” and as “judges,” 
when separation is called for. But such separation is not always 
desirable. A commissioner should not drive “from his mind as a 
judge what he knows as an administrator.”** Administrative agen- 
cies were created so that the commissioner’s role as policy-maker 
might aid him in performing his role as adjudicator and vice versa. 

To the extent that policy will continue to be made via adjudica- 
tion, the creation of administrative courts will not succeed in separ- 
ating the roles of “policy-maker” and “judge.” It will, however, 
ensure that “the officers of administrative courts” will, as Mr. 
Hector wishes, “conduct themselves like judges”*? and make bad 
policy. They will have no specialized staffs to advise them and no 
opportunity for day-to-day contact with the individuals and groups 
that will be affected by their policies. They will tend to think only 
of the parties appearing before them as adversaries. In short, judi- 
cial trial procedures and techniques will be used even more than 
they are today to solve problems for which they are not suited. 

Surprisingly, Mr. Hector’s analysis of the internal process of ad- 
ministrative decision-making neglects to consider its constructive 
potentialities. One must agree, however, that his description of that 
process in the CAB supplies a realistic antidote to any optimism 





* Id. at 52. 
"Id. at 58. On this question generally, see } Davis, ADMINISTRATIVE LAw 
Treatise ch. 7 (1958). 
™ Id. at 54. 
"Id. at 55. 
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that the affirmative possibilities will be realized. According to Mr. 
Hector, CAB members discuss a case on the basis of the examiner’s 
decision, the briefs and oral argument, but virtually ignore the 
record. Then they vote and the result of the vote is announced 
publicly. Only thereafter is the job of opinion-writing turned over 
to a staff of opinion writers. 


Because the Board members have no personal knowledge of the 
record and do not write their own opinions, Mr. Hector maintains 
that their votes are, willy-nilly, shaped by extra-record influences— 
“memories of casual conversations, tid-bits of information picked 
up here and there, trade-press editorials, and Congressional or Ex- 
ecutive views or desires.”’** 


The task of the opinion-writing staff, according to Mr. Hector, 
is to comb the record “for facts and data to support a predeter- 
mined conclusion” so that it becomes “appeal-proof.”** The staff 
does this job “with little or no guidance from the Board members” 
and does it so well that the Board members hardly ever have to 
rewrite, modify or even edit the final opinion.** “I know of no 
case,” says Mr. Hector, “where the opinion-writers ever came back 
to the Board and said that the facts in the record of a case simply 
would not support a substantial decision previously made by the 
Board.”*¢ “It is too much to expect,” he comments, “ that the ulti- 
mate facts of record when dispassionately viewed will always sup- 
port a decision previously reached without close personal knowl- 
edge of the record.”’*" 


I do not know whether Mr. Hector realizes how grave is the in- 
dictment which he seems to be making against the CAB lawyers 
on the opinion-writing staff. If I read him correctly, he charges 
them with writing opinions legally justifying action which they 
know cannot be so justified. This would constitute professionally 
irresponsible, if not unethical, conduct on their part. 


Recently, Mr. Hector has written that the integrity of the de- 
cision-making process in the independent regulatory commission, 
even as it is now organized, could be restored by adopting the 
Harris Committee recommendation that commissioners write their 
own opinions “or at least . . . supervise personally the writing of 





* Id. at 65. 

™“ Id. at 65, $7n.39. 
* Id. at 37-38. 
"Id. at 39. 

* Ibid. 
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their opinions.”** I doubt that this is the answer. The administra- 
tive decision-making process may be weak precisely because of the 
increasing isolation of commission members from staff at the point 
of decision. This isolation, it seems to me, would be enhanced by 
Mr. Hector’s proposal that each commissioner be given a personal 
staff to write his opinions, subject to “his detailed direction from 
the very beginning of the document-writing process.’’*® 


The Justices of the Supreme Court of the United States, of 
course, write their own opinions, with the aid only of their law 
clerks. Yet dissatisfaction with the quality of their opinions has 
been expressed and the cause attributed to the process by which 
the Justices collectively reach decisions.*® Professor Hart concludes 
that “the most ems feature of the conditions under which 
the Court works . . . is not the shortness of time ordinarily avail- 
able for the preparation of an opinion, disturbing though that is, 
but the shortness of time available and used for collective deliber- 
ation and for private study of argued cases prior to such delibera- 
tion.”** He explains: 


The critical fact here is the known practice of the Court of 
voting on an argued case at the conference which comes = 
the end of the week in which the case was argued, cou “oe 

with its apparent practice of treating this vote as ordinarily final 
even though in theory tentative. For this means, it will be 
seen, that positions tend to jell before any member of the 
Court, in dieu sual case, has yet had an opportunity to make 
an intensive study of the problem. It means that the opinion- 
writing Justices, who make the only intensive study which the 
cases receive, work not only under a regrettable pressure of 
time but under the further handicap that their nonwriting 
brothers have already disabled themselves from dealing with 
uncommitted minds with the difficulties which intensive study 
turns up. It means that the limited time available for scrutiny 
of draft opinions and for final discussion in conference must 
necessarily tend to be employed largely in firming up positions 
already taken and shoring up lines already drawn rather than 





* Hector, Government % = Anonymity: Who Writes Our Raple! Opinions?, 
45 ‘enon 1260 a the Harris Committee’s recommendation, see H.R. 
pons ily we bP st Sess. (1959) and House Special Subcommittee on Legislative 
Oversight, Independent Regulatory Commissions, H.R. Rep. No. 2711, 85th 

Cong., 2d Sess. (1959). 

* Hector, supra note 38, at 1264. The 1952 amendments to the Communica- 
tions Act went farthest in this direction, 66 Stat. 712, 721 (1952), 47 US.C. §§ 
155 (c), 409 (1958). Yet I wonder to what extent they may be responsible for the 
difficulties the FCC is currently experiencing. 

“ See Hart, supra note 20. 
“Id. at 124. 
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in a and dispassionate reconsideration of the issues 
as they have finally been exposed to view.*? 


Professor Hart’s remedy is simple but penetrating. Let “the votes 
which in practice are decisive” come “at the end rather than at the 
beginning of the Court’s intensive study of cases” and let the Jus- 
tices recognize that “an opinion of the Court is the responsibility 
of the whole Court and not simply of the Justice who writes it.”** 

Professor Hart’s suggestion could be made applicable to admin- 
istrative decision-making. Although the burden of opinion-writing 
imposed upon an administrative agency is much greater than that 
carried by the Supreme Court or any other court,“* the 
has a means not available to any court to assure that the quality of 
its decisions does not suffer. The agency can use its staff intelli- 
gently in the production of an institutional decision for which the 
agency heads are prepared to take full responsibility.** 

The institutional decision does not mean, as Professor Davis 
points out, that procedures cannot be devised by which the agency 
heads will attain a “substantial understanding of the record,” even 
though they have not personally read it.** Staff memoranda can 
serve this purpose. The institutional decision does not require the 
“improper use of extra-record facts.”*7 Procedures can be devised to 
give interested parties the opportunity to meet “in the appropriate 
fashion” all the material facts,** as well as the policy considerations 
that will guide decision. The institutional decision does not imply 
that improper political or personal influences will be brought to 
bear upon the agency heads. In fact, increased staff participation in 
the decision-making process will itself afford a guarantee that such 
influences will not prevail. 

To bring the staff and agency heads together at the point of de- 





* Ibid. 

“Id. at 124, 125. 

“For some statistics, see 2 Davis, ADMINISTRATIVE LAW TREATISE § 11.11 (1958). 

“On the pros and cons of the institutional decision, see 2 Davis, ADMINISTRA- 
TIVE Law TREATISE ch. 11 (1958). I am in general agreement with Professor Davis’ 

is and suggestions. 

“2 Davis, ADMINISTRATIVE LAW TREATISE § 11.03 (1958). Mr. Hector throughout 
his Memorandum makes much too naive an assumption about the extent to which 
judges personally read records. See, e.g., Methods of Work in the Appellate 
Courts of the United States, 9 J. AM. Jub. Soc’y 49, 50-51 (1925). Professor Hart 
estimates that “the average amount of time which the average Justice [of the 
United States Supreme Court] can be expected to spend in private study of [the 
dlls tail Suceele tn enqned cntes prior to casting his vote in the Friday con- 


ference which follows the week in which the case was orally argued” is 2 
hours case. Hart, supra note 20, at 90-91. _ 
“2 Davis, ADMINISTRATIVE LAW TREATISE § 11.09 (1958). 
Pie at § bel es md 15 of his Treatise, entitled Official Notice, Pro- 
avis various fashions that are appropriate, depending u 
the nature of the facts in question. ™ 
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cision, a draft opinion, representing the judgment of the commis- 
sion staff (and including dissenting views) could be presented to 
the commissioners before they vote on the disposition of the case.* 
This would, for example, free the CAB opinion-writing staff from 
the morale-shattering task of post-hoc rationalization and encour- 
age it freely to discuss policies and their application to particular 
cases. The issues for decision would thereby be posed very sharply 
and careful deliberation on the part of the commissioners would be 
encouraged. There could be no objection then to making a com- 
missioner responsible for personally writing or directing the writing 
of the final opinion. But the pressure of work may be so great as 
to make it inadvisable to require this by law in every case.*° 


Charge (3)}—The. Coordination of Policy Is Hindered 


Mr. Hector blames the independence of each regulatory commis- 
sion from Executive control for the absence of coordination of its 
plans and policies with those of other commissions and agencies of 
Government. Considering the examples Mr. Hector cites,*' one 
may doubt whether the independence of the regulatory commis- 
sions concerned would thwart coordinated policies agreed upon by 
Congress and the President. It may be true, however, that inde- 
pendence inhibits the agency heads and staffs from thinking in 
terms of larger economic policies and goals and contributing to 
their development and coordination. 

Just as Mr. Hector blames the commingling of functions for all 
the troubles of the regulatory commission, others blame its in- 
dependence. Professor Bernstein, a political scientist, writes: 


“Independence” . . . facilitates maximum responsiveness by 
a commission to the demands and interests of regulated groups. 
It provides maximum freedom from exposure to popular politi- 
forces. It tends to alienate commissions from sources of 
political strength, es — ype wpon whom regula- 
to rogress may largely depend. Independence acquires a 
pea inviolability because it a tha cilecatveniaen ot regu- 
lation and seems to satisfy the Co ional desire to lessen 
the power and authority of the President. 


“I would exclude from the process of ing the draft opinion, those 
staff members who were engaged in earlier stages of the case as investigators, 
prosecutors or advocates (in cases which are prosecutions). 

"There are a number of ways by which an institutional decision can be 
reached and the interests of affected safeguarded. I have in mind, par- 
ticularly, a process like that followed by the FCC to the 1952 amendments. 
See Atr’y Gen. Comm. Ap. Proc. Monocrapu, FCC, S. Doc. No. 186, 76th Cong., 
$d Sess. (1940). This is briefly described in 2 Davis, ADMINISTRATIVE LAW 
Treatise § 13.07 (1958). 

™ Hector, supra note 2, at 41-45. 

™ BERNSTEIN, Op. cit. supra note 1, at 101. 
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Professor Jaffe replies that “the critics of the agencies have at- 
tributed to the factor of agency independence all sorts of political 
ills and disappointments for which it bears no responsibility.”®* 
Yet, “on balance,” he favors subjecting these policy-making agencies 
to Presidential control.** I am inclined to agree and would permit 
the commingling of powers in the agencies subjected to such con- 
trol. 

Mr. Hector thinks that agency independence is itself a conse- 
quence of the commingling of powers because of the general in- 
sistence that the adjudicatory function be performed free from 
Executive interference.** He assumes that Executive control over 
agency policy-making will entail Executive control over agency 
adjudication. So he urges a separate adjudicatory body to prevent 
this and win acceptance for Executive policy-making. 

Again, Mr. Hector ignores the policy-making aspect of adjudica- 
tion. We should not be shocked by the notion that policy-making is 
and should be “political”—not, of course, in the “invidious sense” 
of being “corrupt, fraudulent, dishonest, and motivated by desire 
for private gain,”®* but in the sense that the basic issues arising 
out of the regulatory effort should be debated publicly and settled 
by the democratic process. 

The introduction of “politics” in this sense need not destroy the 
“judicial mind” of the administrator. Unhappily, the independent 
status of the regulatory commission has not precluded current sus- 
picions and charges of improper Executive influences upon the 
adjudicatory process. If the President were given the clear author- 
ity, as well as responsibility, “to take care that the laws be faith- 
fully executed,” including the laws now turned over for admin- 
istration to independent regulatory commissions, improper Execu- 
tive influences upon the process of administrative adjudication 
might diminish. Agency independence may be a mask which hides 
the exercise of improper Executive influences; Presidential author- 
ity commensurate with responsibility would tear the mask away. 
At the same time, it might encourage the administrators to take the 
initiative in policy-making in the public interest. 

No one can be sanguine that Congress will easily be persuaded to 
increase Executive authority and responsibility as a means of im- 
proving the administrative process. Professor Bernstein thinks that 





(1956). 
™ Ibid. 

™ Hector, supra note 2, at 49-50. 

™ BERNSTEIN, Op. cit. supra note 1, at 258. 


20) Book Review [BERNSTEIN, op. cit. supra note 1], 65 YALE L. J. 1068, 1074 
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the regulatory commission’s organizational independence “reflects 
such basic political factors as Congressional-presidential rivalries, 
the decentralization of political parties, the absence of party gov- 
ernment, and the prevailing particularistic interests of Ameri- 
cans." If we have to wait for change in these basic political fac- 
tors before the independence of the regulatory commission will 
be curtailed in any manner, then every independent regulatory 
commission is here to stay. 

This would be unfortunate. We know little about the effect that 
different forms of organizational structure have upon the quality 
of organizational decision-making and the likelihood of achieving 
organizational goals. We might learn something about this rela- 
tionship if, for example, Congress would subject all the agencies 
now regulating the transport industries to Executive control by 
putting them into a new Department of Transportation or some 
existing Executive Department or Departments. But it is difficult 
for legislators to adopt an experimental attitude when they are 
made to feel the multiple pressures of the vested interests which in- 
evitably grow up around any existing system of organization. 





* Id. at 168-69. 




















Twenty-Four Years Of The 


Robinson-Patman Act 
Joun C. STEDMAN* 


INTRODUCTION 


The efforts of Congress to deal legislatively with price discrimina- 
tion and the problems it creates for our competitive structure have 
now gone through three major phases of almost a quarter of a 
century each. The first began in 1890 with the enactment of the 
Sherman Act* which was directed generally against restraints of 
trade and attempts to monopolize, but made no specific reference 
to price discrimination as such. The second period began with the 
enactment of the Clayton Act? in 1914, section 2 of which dealt 
specifically, but, as it turned out, inadequately, with price discrim- 
ination tending to lessen competition or create monopoly. The 
third period began with the Robinson-Patman Act* in 1936 which 
spelled out in considerable, and confusing, detail a set of prohibi- 
tions against discriminatory pricing and related practices. This 
Act is still in effect. The present article deals with its operation. 

The Robinson-Patman Act, during its twenty-four year life, has 
been the subject of heated controversy with respect to both its 
merit and its meaning. The modest purpose of the present article 
is neither to add fuel to the fire nor to dampen the debate. It pur- 
ports only to provide a capsule review of the Act and its administra- 
tion and to comment upon its underlying philosophy and relation- 
ship to our traditional and accepted competitive concepts. The 
article is directed more to the general lawyer, largely unversed in 
the mysteries of the Act and yet uncomfortably aware that it im- 
pinges upon the interests and conduct of his buyer and seller clients, 
than to the trade regulation or antitrust specialist. Consistent with 
this objective, the details and complexities of legal interpretation 
and procedure, at both court and commission levels, are largely 
passed over, as is the extensive literature* and body of case law 





* B.A. 1928, LL.B. 1934, Univ. of Wis.; LL.M. 1940, Columbia Univ.; Professor 
of Law, 1935—, Univ. of Wis. 

*26 Stat. 209-10 ngs 15 U.S.C. if 1-7 (1952). 

* 38 Stat. 730 (1914), 15 U.S.C. §§ 12-19 (1952). 

°49 Stat. 1526 (1936), 15 US.C. § 13 (1952). 

*The leading texts and articles on the Robinson-Patman Act are listed in 
Twenty Years of Robinson-Patman Literature, 1936-1956, Special Reference 
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bearing upon these details. Our concern here, rather, is with such 
questions as: What is the Act all about? What is it trying to do? 
Is it doing it and, if not, why not? 


Basic STRUCTURE OF THE ROBINSON-PATMAN ACT 


The Robinson-Patman Act was passed in 1936 as an amendment 
to section 2 of the Clayton Act which, in turn, implemented the 
basic Sherman Act of 1890. Consequently, we are dealing with a 
statute that has honorable forebears, however one may view the 
progeny. As part of the Clayton Act, both the Federal Trade Com- 
mission and the Justice Department have jurisdiction under it, 
although as a practical matter Justice has left the enforcement al- 
most entirely to FTC.5 The Act also contemplates private suits by 
persons injured by illegal price discrimination, but the formal im- 
pact of such suits has been slight.® 

It is quite generally agreed that the Act is badly, ineptly and 
ambiguously phrased. Nevertheless, critics sometimes bark up the 
wrong tree and criticize the Act for how it reads, when they really 
mean that they do not like what it says. In any event, Congress, 
the FTC, the courts and the lawyers have had twenty-four years to 
straighten out the quirks, iron out the wrinkles, and make sense 
out of its confusion and ambiguities. Having failed to do so, it is 
somewhat unfair to blame the deceased Senator Robinson, the 
very much alive Congressman Patman, and H. B. Teegarden, coun- 
sel for the Wholesale Grocers Association, who is popularly cred- 
ited, or discredited depending on the point of view, with having 
drafted the Act, for the difficulties engendered by it. 

Since the Act is fairly short, but rather complex structurally, it 
will facilitate discussion to quote it in full. Apart from a couple 
of collateral sections not of primary concern here, the Act reads 
as follows:' 

List No. 4 (rev. 1957), wos pane BE the Federal Trade Commission Library. 

A major treatise, recently published, dealing with the Act and its administra- 
tion is Epwarps, THE Price DiscRIMINATION LAw—A REVIEW OF EXPERIENCE 
(1959) [hereinafter cited as Epwaros]. This study by the former Chief Econo- 
mist of the FTC was prepared under the auspices of Brookings Institution. It 
is far and away the most thorough, a and definitive analysis of the 
Act that has been published to date. It should prove an indispensable and 


authoritative reference tool for any student of the subject. Because it contains 
much information not hitherto available, it will be frequently cited in the 


ensuing lb 

* Att'y Gen. Nat’. Comm. Antitrust Rep. 376 (1955) [hereinafter cited as 
Report]; Epwarps 682-84. stig 

*Loevinger, Enforcement of Robinson-Patman Act by Private Parties, 1957 
Antitrust Law Symposium 145. 

"In the interests of facilitating reference, I have taken liberties with the format 
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[Subsection (a) directed to price discrimination, as such]: 


[1] That it shall be unlawful for any person engaged in com- 
merce, in the course of such commerce, 

[2] either directly or indirectly, to discriminate in price be- 
tween different purchasers 

3] of commodities of like grade and quality, 

ty where either or any of the purchases involved in such 
discrimination are in commerce, 

[5] where such commodities are sold for use, consumption, 
or resale within the United States or any Territory there- 
of or the District of Columbia or any insular possession 
or other place under the jurisdiction of the United States, 

[6] and where the effect of such discrimination may be sub- 
stantially to lessen competition or tend to create a mo- 
nopoly in any line of commerce, 

[7] or to injure, destroy, or prevent competition with any 
person who either grants or knowingly receives the benefit 
of such discrimination, or with customers of either of 
them: 

[8] Provided, That nothing herein contained shall prevent 
differentials which make only due allowance for differ- 
ences in the cost of manufacture, sale, or delivery result- 
ing from the differing methods or quantities in which 
such commodities are to such purchasers sold or deliv- 


ered: 

[9] Provided, however, That the Federal Trade Commission 
may, after due investigation and hearing to all interested 
parties, fix and estab quantity limits, and revise the 
same as it finds necessary, as to particular commodities 
or classes of commodities, where it finds that available 
purchasers in greater quantities are so few as to render 
differentials on account thereof unjustly discriminatory 
or promotive of monopoly in any line of commerce; and 
the foregoing shall then not be construed to permit differ- 
entials on differences in quantities greater than 
those so fixed or established: 

[10] And provided further, That Pgh herein contained 
shall prevent persons engaged in selling goods, wares, or 
merchninilioe in commerce from selecting their own cus- 
tomers in bona fide transactions and not in restraint of 
trade: 

[ll] And provided further, That nothing herein contained 
shall prevent price changes from time to time where in 


of the Act by breaking it down into marginally-numbered clauses and indicating 
in the subject matter of the six subsections. I have also omitted, as not 





important to the present discussion, section 2 of the Act, which preserves existing 
causes of action under ve bp fase Pare ware $ (the so-called Borah-Van Nuys 
Act), which im: crimi r certain types of discrimina rici 

section 4, tohich preserves the right of cooperative associations > ditibet 
their earnings among members, 
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response to ing conditions, affecting the market for 
or the marketability of the goods concerned, such as but 
not limited to actual or imminent deterioration of per- 
ishable goods, obsolescence of seasonal goods, distress sales 
under court process, or sales in good faith in discontinu- 
ance of business in the goods concerned. 


[Subsection (b) dealing with matters of defense and proof]: 


[12] Upon proof being made, at any hearing on a complaint 
under this section, that there has been discrimination in 
price or services or facilities furnished, 

[13] the burden of rebutting the prima-facie case thus made by 
showing justification s upon the person charged 

- with a violation of this section, 

14] and unless justification shall be affirmatively shown, 

15] the Commission is authorized tc issue an order terminat- 
ing the discrimination: 

[16] Provided, however, That nothing herein contained shall 
pes a seller rebutting the prima-facie case thus made 

y showing 

[17] that his lower price or the furnishing of services or facil- 
ities to any purchaser or purchasers was made in good 
faith to meet an equally low price of a competitor, or the 
services or facilities furnished by a competitor. 


[Subsection (c) directed to the payment of brokerage fees]: 


[18] That it shall be unlawful for any person engaged in com- 
merce, in the course of such commerce, to pay or grant, 
or to receive or accept, anything of value as a commission, 
brokerage, or other compensation, or any allowance or 
discount in lieu thereof, except for services rendered in 
connection with the sale or purchase of goods, wares, or 
merchandise, either to the other party to such transaction 
or to an agent, representative, or other intermediary 
therein where such intermediary is acting in fact for or 
in behalf, or is subject to the di or indirect control, 
of any party to such transaction other than the person by 
whom such compensation is so granted or paid. 


[Subsection (d) directed to payments by the seller for serv- 
ices or facilities furnished by the buyer]: 


[19] That it shall be unlawful for any person engaged in com- 
merce to pay or contract for the payment of anything of 
value to or for the benefit of a customer of such 
in the course of such commerce as com tion or in con- 
sideration for any services or facilities furnished by or 
thro “ling. sal Soles Pm bar with the processing, 
han sale, or ing for sale of any products or com- 
modities manufactured, sold, or offered or sale by such 
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persons, unless such payment or consideration is available 
on proportionally equal terms to all other customers com- 
peting in the distribution of such products or commodi- 
ties. 


"age uagecy (€) directed to services or facilities furnished 
y the seller to the buyer]: 

That it shall be unlawful for any person to discriminate 
in favor of one purchaser against another purchaser or 
purchasers of a commodity bought for resale, with or 
without processing, by contracting to furnish or furnish- 
ing, or by contributing to the furnishing of, a services 
or facilities connected with the processing, handling, sale, 
or offering for sale of such commodity so purch: upon 
terms not accorded to all purchasers on proportionally 
equal terms. 


[Subsection (f) liability of the buyer]: 


21] That it shall be unlawful for an n engaged in com- 

BH merce, in the course of such poo owingly to 
induce or receive a discrimination in price which is pro- 
hibited by this section. 

The basic proscription of the Robinson-Patman Act, set forth 
in subsection (a), is that the seller must not charge X a price differ- 
ent from the price he charges Y, where conditions surrounding the 
sales are the same. The converse, however, is not true; the seller 
may adopt a one-price policy and is not compelled to allow a price 
differential merely because the conditions surrounding the sale 
would warrant his doing so. Further, there must be actual sales; 
a mere offer to sell at a different price is not illegal, and the seller 
may refuse to sell at all if he is so disposed (clause 10). These are 
not the only loopholes in the Act. It also permits price changes in 
response to changing conditions, such as seasonal variations, de- 
terioration, close-outs (clause 11), and where there are differences 
in grade and quality (clause 3). Nor, in any of these circumstances 
does the Act require a correlation between the difference in circum- 
stances and the difference in prices. The Act also permits price 
differentials that reflect certain types of cost savings (clause 8) and 
differentials for the purpose of matching prices charged by com- 
petitors (clause 17). In these two latter situations, however, a cor- 
relation between the difference in price and the circumstances sup- 
porting the difference must be shown. 


The qualifications set forth above are designed to introduce 


some flexibility into the picture and enable the seller to adjust to 
the realities of dynamic competition. The question arises whether 
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they build into the Act escape hatches that reduce its effective ad- 
ministration to a shambles. That they make things more difficult 
for the policeman, there can be no doubt. But they still leave a sub- 
stantial area of effective enforcement, to considerable extent, it may 
be, because the offenses with which the Act is primarily concerned 
typically involve, not discrimination directed against a particular 
individual, but discrimination in favor of a particular, usually eco- 
nomically powerful, buyer. The loopholes in this latter area have, 
as we shall see, been reduced pretty much to a minimum. 

There exist a number of circumstances under which otherwise 
illegal price differentials are permitted. First, the Act permits a 
different price as between goods of different grade and quality, 
without the necessity of correlating the differences in price and 
the differences in the goods (clause 3). This loophole appears to 
have proven less serious than one might have expected. There may 
be a three-fold explanation for this: First, business practicalities 
may discourage sellers from producing numerous special lines, at 
least where the sole purpose is to justify a discriminatory price. 
Second, even if such a practice were adopted, for instance, to justify 
a lower price to a high volume purchaser such as a chain store, 
illegality would occur only upon refusal to sell the same product 
to others at the same price—and once this happened the FTC 


_-would probably view the deal with jaundiced eye and explore the 


matter thoroughly for subterfuge. Third, a major avenue of escape 
under this proviso has been blocked by the refusal of the courts 
and the FTC to treat products sold under different brands and 
labels as goods of different grade and quality, however justified 
such differentiation might be in terms of actual merchandising 
practices and the realities of competition.® 

The second exception to the ban upon price discrimination is 
where the sales at different prices both occur in intrastate com- 
merce (clauses 1 and 4). Here, again, certain factors narrow the 
loophole. Sales which, strictly speaking, might be considered intra- 
state commerce are sometimes held to be in interstate commerce 
through application of various established legal rules governing 
commerce that need no detailed discussion here.* Beyond this, 
only one of the two sales at disparate prices need be in interstate 
commerce; even though the other transaction is intrastate, a viola- 
tion exists. 





* See Standard Oil Co. v. FTC, 340 U.S. 231, 236-88 (1951). 
* Moore v. Mead’s Fine Bread Co., 348 US. 115 (1954). 
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A third qualification is that the sales must be within the United 
States to constitute a violation (clause 5). 

The fourth exception, and this introduces us to some difficult 
legal, economic and policy issues, is that a price difference may be 
justified by cost savings (clause 8).11 This is the proviso that makes 
quantity discounts possible. Here, however, the difference in price 
can be justified only to the extent of the difference in cost of pro- 
ducing or merchandising the product. This rule is simple enough 
to state, but to make it work is a horse of another color. Account- 
ing problems, and especially cost accounting and allocation of over- 
head, present some of the most difficult issues with which lawyers 
have to struggle. Beyond this, several additional factors have so 
added to the burdens of proof that only rarely is a respondent suc- 
cessful in his efforts.1* Among these are the following: (1) The 
burden of proving cost justification rests upon the seller, not upon 
the FTC. (2) One cannot meet the charge of discrimination by 
showing that a quantity discount offered was available to all pur- 
chasers. The issue is not whether X can buy a thousand cases of 
salt at the same price as Y, but whether the lower price charged X, 
who bought a thousand cases, as compared to the higher price 
charged Y, who bought only ten cases, is justified by savings in cost. 
(3) Under the terms of the Act and the accounting principles ap- 
plied by the FTC, cost justification cannot be bottomed upon the 
out-of-pocket cost to the seller; in other words, a fair share of the 
overhead charges must be allocated to the respective sales. Thus, 
a given shaded price may be fully justified by business standards 
in the sense of making possible a profitable deal, and yet not be 
justified within the meaning of the Robinson-Patman Act. (4) The 
FTC has been quite rigid, in various respects which I will not go 
into, in the proofs it requires and the conditions it sets for estab- 
lishing a cost justification. 

In the face of these substantial limitations, it is not surprising 
that the cost justification defense has been spectacularly unsuccess- 
ful. Through 1957, in only seven cases, did it provide the basis for 
dismissing a complaint once it was filed.* Both businessmen and 
the FTC itself have expressed concern over its futility and the latter 
appointed an advisory committee in 1953 to study the question." 

generally, Murray, Cost Justification Under the Robinson-Pat Act: 


4 See y. 
Impossibility Revisited, 1960 Wis. L. REv. 227. 
pm tg 170-76; Epwarps ch. 18; Automatic Canteen Co. v. FTC, 346 US. 61, 


* Epwarps 602. 
“FTC, Apvisory Comm. on Cost Justirication Rep. (1955). This Report is 
commonly referred to as the “Taggart Report” after the chairman of the Com- 
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The committee’s tentative report in 1956 was hardly earth-shaking. 
It suggested that the FTC take it a little easier, be content with 
rough justice instead of one-hundred percent justification, be more 
flexible in accepting accounting theories at variance with its own, 
make more use of accounting advisors, and publish its rules and 
decisions on accounting practices.1® 


One should not leave this aspect of the case without noting the 
other side of the coin. Corwin Edwards, former chief economist of 
the FTC and a leading authority on the Act and its operation, 
points out that the FTC invariably gives careful consideration to 
the cost justification defense in the informal proceedings that ante- 
date issuance of the complaint, and if the defense appears adequate 
no complaint is issued.** Some experienced attorneys in the field 
suggest that some of the blame for lack of success must rest upon 
the lawyers who do an inadequate job in presenting the facts and 
proper accounting concepts to the FTC and the courts." Finally, 
in many cases where the cost justification defense fails, it should 
fail. It is a commonplace that the defense is almost always pre- 
sented as an afterthought; the respondent in fact sells at a discrim- 
inatory price without asking whether there exists a saving in costs 
to justify it, and raises the issue only belatedly in an effort to beat 
the rap. After all, the FTC, like speed cops, has so many viola- 
tors to choose from that it can be quite selective in deciding whith 
ones to pursue. 


Notwithstanding these considerations, two nagging questions re- 
main: (1) Is the provision now operating so narrowly as to defeat 
its purpose of allowing for efficiency in production and marketing? 
(2) Are there circumstances in which the broad public interests in 
preserving effective competition would warrant denying a seller 
the right to shade his price even though he could justify such 
reduction by showing a saving in costs? On the first point, the 
criticism directed at the unduly narrow accounting theories some- 
times insisted upon by the FTC, has already been noted. Beyond 
this, existing practice has been criticized on the ground that it 





mittee. See also, Taccart, Cost JUSTIFICATION (1959). 

* For a recent commentary on the Taggart rt, see Murray, A Guide to 
Cost Justification: “Canons of Construction,” 9 CatHoLic U.L. 1 (1960). 
See 2!so, Rowe, Cost Justification of Price Differentials Under the Robinson- 
Patman Act, 59 Cotum. L. Rev 584 (1959). 

** Epwarps 587-88. 

* Massel, Robinson-Patman Act: Cost Justification, in CONFERENCE ON THE 
ANTITRUST LAWS AND THE ATTORNEY GENERAL'S COMMITTEE REPORT, A SYMPOSIUM 
197, 199-201 (1955). 
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imposes unwarranted limitations and burdens upon the proof of 
costs, that it fails to recognize that some cost savings take time to 
achieve and thus the seller is put at the mercy of the FTC in case 
it decides to intervene before the savings are realized, that it dis- 
courages legitimate experimentation in cost practices since the 
seller is left vulnerable in case the experiment fails, and that it 
leaves no leeway for “off peak” savings.** A detailed examination 
of these contentions is beyond the scope of this paper. It should 
be noted, however, that, even assuming their validity, they must 
be balanced against the dangers, in terms of less effective enforce- 
ment, that would attend the imposition of greater burdens upon 
the FTC and the injection of new uncertainties into the Act. On 
the second point, it is sufficient to note that in some circumstances, 
for reasons discussed later, a strong case can be made, in the inter- 
ests of effective competition, for denying the seller freedom to shade 
his prices to a selected buyer, even though he can justify doing so 
on “cost savings” grounds; indeed, even now the Act contains one 
provision to this effect in its “quantity limits” proviso (clause 9). 

The fifth exception involves “functional discounts,” namely, al- 
lowing a reduced price because one is a wholesaler instead of a 
retailer, even though the discount may not be justified in terms of 
cost savings. The statute is silent on such discounts, provisions 
therefor in the initial bills having been deleted because of objec- 
tions raised by farm organizations.’ Nevertheless, recognition and 
approval of the practice probably reflects the intent of Congress. 
The Robinson-Patman Act was, after all, enacted largely at the 
behest of wholesaler groups who would be the first to suffer if 
functional discounts were barred. 

The legal basis upon which functional discounts have been justi- 
fied, is that, since wholesalers and retailers operate at different com- 
petitive levels, such a discount results in no injury to competition 
—a defense that is discussed later. Whether this explanation may 
have been valid in years past, its validity is highly questionable 
today, when sellers frequently hawk their goods at more than one 
level, and a manufacturer may simultaneously be selling to whole- 
salers, to retailers, and competing with both. Nevertheless, the 
courts and the FTC hold stubbornly to the myth that wholesalers 
are wholesalers and retailers are retailers and never the twain shall 
meet—except across the bargaining table. 

The realities of modern merchandising do, however, creep into 
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the picture in two refinements of the functional discount doctrine. 
First, price differentials must flow downstream, not upstream; in 
other words, a higher price to the consumer than to the retailer, 
and a higher price to the retailer than to the wholesaler. At times, 
the commission has even toyed with the idea of policing wholesaler 
pricing to prevent wholesalers and their customers from under- 
cutting the manufacturer’s retail customers, but at the moment it 
seems quite content to let this touchy issue lie dormant.”° Second, 
the law has held quite firmly to the doctrine that the status of the 
seller is to be determined on the basis of those to whom he sells, 
not on the basis of the functions he performs (e.g., warehousing, 
packaging, and distributing). In other words, if a buyer sells to 
retailers, he is a wholesaler. If he sells to consumers, he is a retail- 
er. To the extent that he sells to both, he is a wholesaler (and 
may receive a wholesaler’s price) with respect to his sales to retail- 
ers, but he is a retailer (and must pay the retailer price) with re- 
spect to his sales to consumers.** 

A sixth condition which absolves a price discrimination from 
liability is the existence of changed conditions, illustrated by the 
sale of perishable, seasonable or obsolete goods, distress sales, and 
business close-outs (clause 11). There have been few cases involv- 
ing this condition, and it does not appear to have caused much 
difficulty in operation. 

A seventh, and very complex and controversial issue, occurs in 
connection with price discriminations made in good faith to meet a 
competitor’s prices (clause 17). In an important case decided in 
1951, Standard Oil Co. v. FTC,** the question arose whether this 
defense would apply even though the sale were to injure competi- 
tion. The Supreme Court held that it would, despite considerable 
legislative history suggesting the contrary. Since then, bills have 
been introduced in Congress to eliminate this defense where the 
effect might be to lessen competition or create a monopoly. None 
has been enacted, although one passed the House of Representatives 
in the 84th Congress by a vote of 393 to 3.%8 

Accepting “good faith competition” as an absolute defense, there 
are still substantial limitations to its application. In the first place, 
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here, again, the burden of proof is upon the seller. Second, “good 
faith” is an indispensable ingredient, and this dooms the defense 
where price conspiracy, predatory pricing, attempts to monopolize, 
and comparable circumstances, are present. Third, there are sug- 
gestions in the Standard Oil case that the price being met must 
itself be a legal price. Fourth, it must be an actual price that the 
seller is meeting, not a hypothetical or conjectural price. Fifth, the 
seller can meet a competitor’s price, but he cannot beat it. And 
finally, systematic discriminatory pricing in order to meet a gen- 
eral pattern of competition will not do; the discriminatory price 
cut must be directed to a specific, concrete price charged by a 
specific competitor. * 

These legal limitations, plus the fact that in many instances the 
price discrimination, although justified as to some sales, extends to 
other sales in which it is not justified, place heavy burdens upon 
one who seeks to convince the FTC of his “good faith.” In fact, 
the defense has rarely proven successful. In only one case prior to 
the Standard Oil decision, did the commission dismiss on this 
ground, and even there an alternative basis for dismissal existed.** 

The Chairman of the FTC testified in 1957 that in not one of 
the seventeen post-Standard Oil cases in which the issue was passed 
upon, was it successful, although several of the cases were dismissed 
on other grounds.*° Edwards summarizes the picture as follows: 


A defense that competition had been met in good faith has 
been evaluated by the Commission in only twenty-one cases— 
twenty that resulted in orders to cease discriminating and one 
that was dismissed by the Commission.?" 

Whether this striking lack of success is attributable to the nar- 
row scope of the defense as it has been applied by the FTC and 
the courts, to the difficulties of proof, to the fact that good faith 
competition may rarely be the real motivation behind price discrim- 
inations, or simply to the fact that in this area, again, the FTC has 
picked its cases well, the reader is left to decide for himself. The cir- 
cumstances do, however, raise a serious question whether the de- 
fense should be curtailed in the interests of effective administration, 
considering the fact that it contributes greatly to the complexity, un- 
certainty and length of litigation, and yet is almost always unsuc- 
cessful. The question becomes all the more pointed if, as some 
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seriously contend, the defense has no legitimate place, economically 
speaking, in a price discrimination case, once it is shown that the 
discrimination, irrespective of the motive behind it, has caused “in- 
jury” within the meaning of the Act.** More on this point, later. 

The eighth, and final, major condition that must be met is a 
showing that the effect of the discrimination may be (1) to lessen 
competition, (2) to tend to create a monopoly, or (3) to injure, 
destroy or prevent competition at the seller’s level, buyer’s level 
or the buyer’s customer’s level (clauses 6 and 7). The first two pro- 
visions are taken from the original Clayton Act, and with some 
minor differences, are given the same treatment as comparable pro- 
visions in other sections of that Act. Neither clause has been used 
much under the Robinson-Patman Act. The significant provision 
here, involved in almost nine out of ten price discrimination cases 
brought by the FTC, is the third provision, dealing with injury to 
competition. This clause is new in the Act and has been the center 
of much of the controversy surrounding it. The clause adds two 
important features. First, it introduces in express terms the con- 
cept of multi-level injury, namely, injury at both the seller’s and 
buyer’s level. Second, it speaks in terms of “injuring, destroying 
or preventing competition.” It is not entirely clear from the lan- 
guage just what this terminology is supposed to add to the pre- 
existing “lessen competition” clause, but it is clear that Congress 
intended to add something and the courts and FTC have inter- 
preted it in this spirit. 

Actually, the intended meaning appears to lie somewhere between 
two extremes: the one extreme which would interpret it as a mere 
restatement of the “lessened competition” and “tend to monopo- 
lize” language of the Clayton Act, and the other which would 
interpret it as protecting individual competitors against injury re- 
sulting from the discrimination. The former interpretation would 
add nothing, in this respect, to the allegedly inadequate criteria 
of the Clayton Act. The latter interpretation would virtually read 
the “injury” test out of the Act, since it would be a rare case, in- 
deed, in which some injury of sorts to a competitor could not be 
shown. 

Injection of the language does, however, pose difficult problems 
of interpretation and proof. The alternative and preferred inter- 
pretations have recently been set forth by Corwin Edwards with 
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such clarity and objectivity as to warrant quoting him at some 
length. Professor Edwards says: 


The authors of the bill were concerned with the possibility 
that a discriminating seller might destroy a rival or that fav- 
ored customers might be enabled through price discrimination 
to drive out disfavored customers, without thereby substan- 
tially reducing the competitive protections enjoyed by con- 
sumers in resale markets. Conceivably, a discriminating seller 
might replace his victim, or every disfavored customer might 
be replaced by a favored customer, and the new rivals might 
compete among themselves as vigorously as their predecessors 
had previously done. In such circumstances the buyer in resale 
markets might be protected by competition as fully as before, 
and there might be neither a tendency toward a monopoly nor 
a substantial lessening of market competition. Nevertheless, 
competition by the victims of discrimination would have been 
not only lessened but eliminated. The effect of the discrimina- 
tion would have been to injure or to destroy and would subse- 
quently be to prevent competition with the discriminating 
seller or his favored customers or both. The sponsors of the 
bill declared explicitly that the purpose of the new language 
was to prohibit discrimination having such effects. 

With respect to competition in the primary line of commerce, 
[#.e., the seller’s level] the difference between the two concepts 
of injury is apparent. The first concept is concerned with 
market competition, the second with the impact of one seller’s 
practices on others. The first is invoked to prevent damage to 
competition akin to that resulting from predatory practices 
by would-be monopolists. The second may be invoked even 
where there is no such damage. Indeed, . . . it may be inter- 
preted to mean that price discrimination may not be used by 
one seller to divert trade from competitors or to protect him- 
self from such diversion. 

With reference to competition in the secondary line of com- 
merce, the difference between the two concepts of injury is 

ually apparent. The first concept is concerned with market 
effects, the second with effects on particular groups within the 
market. The first is invoked to prevent damage to competition 
similar in kind, though perhaps not in degree, to that which 
is the concern of the entire body of antitrust legislation. The 
second may be invoked even where there is no such damage. 
Its purpose is to prevent price discrimination from becoming 
a means by which a disfavored group or class of buyers is de- 

rived of ———— in resale markets, whether or not there 
is a further effect on the competitiveness of these resale markets. 

Critics of the Robinson-Patman Act have frequently char- 
acterized it as concerned primarily with the protection of com- 
—— (as distinguished from the protection of competition). 

his characterization is incorrect in two respects. First, it 
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ignores the fact that the statute applies to the reduction of 
market competition as well as to injury to groups of competi- 
tors. Second, it attributes to the statute an effort to protect indi- 
vidual competitors, whereas neither the statutory language 
nor the subsequent cases need to be interpreted as concerned 
with the protection of individuals. The new concept of injury 
pertains to injury suffered by classes or groups of competitors, 
not by competitors individually. The object in view is to 
preserve the business opportunities of buyers and sellers from 
damage by price discriminations, not to preserve single com- 
titors from damage from all sources. Nevertheless, it is 
dly true that illegality under the Robinson-Patman Act is 
to be found not only in injury to market competition but also 
in injury to a class of competitors that affects their competitive 
opportunities. In this respect the law extends beyond the tra- 
ditional scope of antitrust legislation and invokes standards 

of fairness that are not implicit in the effort to maintain a 

competitive economy.”* 

It is apparent from Professor Edwards’ commentary, first, that 
the injection of the “injury to competition” clause opens a large 
territory in which price discrimination that would not run afoul 
of the traditional Clayton Act tests, low as they are, now become 
illegal, and, second, that the criteria established by this clause are 
much easier to state in principle than to apply in fact. In applica- 
tion, the exact boundaries are difficult to determine. Such inter- 
pretive aids as have been introduced into the law tend to operate, 
however, in favor of the injured competitors, with the result that 
a seller faced with a price discrimination charge today finds it very 
difficult, indeed, to meet the charge. 

Several of these factors will be noted briefly. First, a leading case 
on this subject, FTC v. Morton Salt Co.,°° contains language that 
tends almost to equate “injury to competition” with “injury to a 
competitor.” If this interpretation were generally followed, the 
task of the FTC or a private suitor in proving injury would be 
light indeed. The interpretation is not, however, consistent with 
the thrust of the Act itself, and the FTC has shown little disposi- 
tion to push the Morton Salt concept to any great lengths.** Never- 
theless, the Supreme Court has thus far not seen fit to qualify its 
comments, and as long as this is so the concept remains very much 
in the picture. Second, and this also stems from Morton Salt, the 
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test of injury has been expressed in terms of a “reasonable posst- 
bility” of injury to competition.** For all practical purposes, both 
the courts and the FTC have subsequently restored this to a “reason- 
able probability” test.** Third, injury is to be tested in terms of the 
product involved alone, not in terms of the injured person’s busi- 
ness generally.** Again, the difference is substantial. It is hard to 
conceive of a retail store being irreparably injured as a result of 
discrimination in the price of salt alone; yet, the Morton Salt case 
treats such a store as if it and its competitors were in the business 
of selling nothing except salt. Fourth, in at least one circuit—the 
very important Second Circuit—it has been held that once a price 
discrimination is shown, the burden rests upon the seller to prove 
that competition was not injured.** The FTC itself has not fol- 
lowed this rule, and neither have most of the courts.’ ‘The prevail- 
ing view, in other words, is that the FTC, not the seller, has the 
burden of showing such injury. 

With all the foregoing factors working against the seller, plus the 
weight that the courts give to the commission’s findings, it becomes 
apparent that a determination by the FTC that injury to competi- 
tion has occurred, puts the respondent in a position from which 
he must find it very difficult to extricate himself. Nor is it surpris- 
ing that the commission has resorted to the “injury to competition” 
test in eighty-six percent of the cases involving a finding of injury.’’** 

On closer examination, however, the experience in this area may 
not be quite so devastating to the selling fraternity as this discus- 
sion, these statistics, and the critics of the Act would suggest. In 
the first place, the fact that findings are limited to “injury to com- 
petition” does not preclude the possibility that broader injuries 
may also have existed. As Edwards points out, any finding of viola- 
tion is sufficient to support the issuance of a cease and desist order, 
and it is not surprising that the FTC should select the finding that 
is easiest to make and uphold.*® Second, as mentioned before, the 
FTC can be rather selective in its cases, and one may hope, at least, 
that it passes over the trivial and borderline cases, and selects the 
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more important and clearer violations as targets for a complaint. 
Third, notwithstanding the fact that the cards seem to be stacked 
against the seller, trial examiners do sometimes find that no injury 
has occurred, the FTC does sometimes reverse examiners who have 
found such injury, and the courts do sometimes hold that FTC 
findings of injury are not supported by the evidence. But, at best, 
the seller’s position is a difficult one, once he undertakes to sell at 
discriminatory prices under circumstances that bring his practices 
to the unfavorable attention of the FTC. 

So much for subsection (a), which covers the basic issue of direct 
price discrimination, and the provisions of subsection (b) insofar 
as they relate to subsection (a). I have passed over certain aspects 
of the subject, such as the “quantity limits” provision (clause 9), 
and price discrimination between different geographical territories, 
including the “basing point” problem. The “quantity limits” pro- 
vision has been an almost complete nullity in the law. Geograph- 
ical discrimination involves complex considerations that would 
take us beyond the scope of the present discussion.*° 

We turn now to a relatively brief discussion of the next three 
subsections of the Act. Subsection (c) flatly prohibits the payment 
of brokerage fees, typically by the seller to the buyer or to persons 
in privity with the latter (clause 18). Subsection (d) deals with 
payments to buyers for services rendered or facilities furnished by 
the latter (clause 19). Subsection (e) deals with services or facilities 
furnished by the seller to the buyer (clause 20). Subsections (d) 
and (e), unlike subsection (c), do not flatly prohibit the payments 
or services in question, but require only that they be made avail- 
able on proportionally equal terms to all customers. In this, they 
apply the same general philosophy of “nondiscrimination” as does 
subsection (a). 

One may view improper conduct under these three subsections 
as indirect forms of price discrimination which it is desirable to 
prevent, both because they are important forms of discriminatory 
practice in themselves, and because, if permitted, they provide easy 
avenues for escape from the prohibitions of subsection (a). 

The brief treatment given these three subsections in the ensuing 
discussion is not to suggest either that the problems arising under 
them are simple or that challenged violations are infrequent. Quite 
the contrary. Many of the ambiguities and most of the inconsis- 
tencies for which the Act is criticized stem from these subsections. 
As for frequency of violation, in the period from 1936 through 
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1957, the FTC found 145 brokerage violations under subsection (c), 
and 32 service and facility violations under subsections (d) and 
(e), as compared to 101 price discrimination violations under sub- 
section (a).** But the seriousness of violation and the importance 
of enforcement are not necessarily measured by the number of 
cases brought or won, and the fact remains that the pricing conduct 
with which subsection (a) is concerned is still the heart of the 
matter and provides the primary yardstick for measuring the success 
or failure of the Act. 4 
Turning to the respective provisions, subsection (c) blocks in- 
direct price shading that takes the form of brokerage or commission 
payments to the buyer or those in privity with him for alleged serv- 
ices rendered in connection with the sale. It was written into the 
Act largely at the behest of the independent brokers, primarily to 
prevent such payments to large volume buyers such as chain stores. 
The need for preventing subterfuge of this sort seems obvious; 
otherwise, one locks the front door and leaves the back door wide 
open for pillagers. However, the subsection goes far beyond sub- 
section (a), which it is presumably intended to supplement.*? No 
showing of any injury whatsoever—whether at the seller’s or buyer’s 
level of competition, or whether in terms of lessening competition, 
injuring competition, or tending to monopolize is required to 
establish a violation. The “cost justification” defense has no appli- 
cation. Neither does the defense that one is meeting competition 
in good faith. Furthermore, the FTC and the courts have, for all 
practical purposes, read out of the Act the clause that excepts pay- 
ments made “for services rendered.” In short, about all the FTC 
need show is that a brokerage payment was made to the buyer or 
his agent and a violation is established, even though real services 
were rendered which resulted in savings to the seller that fully off- 
set the fees paid by him.** Consequently, establishment of a viola- 
tion is a very easy matter, whatever one’s doubts as to the legitimacy 
of this broad ban on all such payments. It may be that this sheer 
ease of enforcement, plus the vigor of the independent brokers in 
identifying violators and pressing for action against them, accounts 
for the large number of cases brought under this subsection. 
Subsection (d), covering payments for services rendered and 
facilities furnished by the buyer, also deals with an indirect, but 
perhaps more remote, form of price shading. Involved here are 
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mainly advertising and promotional expenses, most of which are 
directed to the resale efforts of the buyer, in contrast to the broker- 
age fees covered by subsection (c), which are concerned mainly 
with activities connected with the original sale. Considering the 
close relationship between subsection (d) and subsections (a) and 
(c), one would expect to find consistency with one or the other. In 
fact, it is fully consistent with neither. It conforms to subsection 
(c), but not to subsection (a), in not requiring a finding of “injury,” 
in not permitting a “cost justification” defense, and, apparently, 
in not permitting a “good faith competition” defense.“* It con- 
forms to subsection (a), but not to subsection (c), in that it pro- 
hibits such payments, not absolutely, but only if they are dispro- 
portionate, and imposes liability only upon the seller and not upon 
the buyer (although the failure to impose buyer liability in sub- 
section (a) is offset by provision therefor in subsection (f), dis- 
cussed below). Activity under subsection (d) has been stepped up 
considerably in recent years, presumably as a result of increased 
emphasis upon advertising and national brand names. Thus, only 
four violations were found in the 1936-1947 period, and five in the 
1947-1953 period, but there were eighteen violations between 1953 
and 1957.45 

Subsection (e) is closely comparable to subsection (d), except 
that here the seller furnishes the services or facilities, instead of 
compensating the buyer for furnishing them. Although the cases 
here have been so few (only five violations found in the entire 1936- 
1957 period) as to provide few refinements in interpretation, certain 
points are clear: (1) As in subsections (c) and (d), but unlike sub- 
section (a), there is no “injury” requirement and no “cost justifi- 
cation” defense.** (2) As in subsection (d), but unlike subsections 
(a) and (c), only the seller and not the buyer is liable. (3) As in 
subsection (a), but unlike subsections (c) and (d), the defense of 
“meeting competition in good faith” apparently may be raised, 
although there are no decided cases on this point. (4) One strange, 
probably inadvertent, omission is the failure to require that the 
transaction be in “interstate commerce,” but this omission has been 
corrected by judicial interpretation.‘ 

The remaining provision in the Act is subsection (f), which im- 
poses liability upon the buyer-recipient of the illegal sale (clause 
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21). Such provision appears not only logical, but almost impera- 
tive, when one recalls that the major thrust of the Robinson-Patman 
Act, in contrast to the earlier price discrimination provisions of the 
Clayton Act, was to get at the powerful buyers, especially the chain 
stores, and prevent them from using their economic and bargaining 
power in an unbridled fashion to wring out of their suppliers con- 
cessions that would be denied to their less powerful competitors. 
It is curious, in the light of this objective, that even the moderate 
buyer sanctions of subsection (f) were introduced into the Act only 
as an afterthought.** It is even more distressing that the provision 
has been reduced in operation almost to a nullity, through a combi- 
nation of narrow language and restrictive interpretation. 


In the first place, as noted above, buyer liability extends only to 
subsection (a) and (c) violations,*® not to service and facility allow- 
ances covered by subsections (d) and (e). More serious than this, 
under subsection (f), a buyer is liable only if he knowingly induces 
or receives a price concession that is prohibited by the Act. Thus, 
taken literally, the buyer must not only know that he is getting a 
shaded price, but must also know that the price concession is one 
that the seller was not legally entitled to give him. On the surface, 
this seems reasonable enough. But, so interpreted, it imposes bur- 
dens of proof upon the FTC that it will rarely be able to sustain. 
As a consequence, between 1936 and 1957 only seven violations 
based solely upon subsection (f) were found, six of them prior to 
June 1947°:—this, despite the fact that every illegal price concession 
made by a seller presumably has its counterpart in an illegal price 
received by the buyer. ; 

There are good reasons for this striking lack of success. As in- 
terpreted, in order to find a knowing receipt of an illegal price, the 
FTC presumably must show that the buyer knew, or should have 
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known, (1) that the price was discriminatory, (2) that the effect 
of the discrimination would probably be to cause an injury within 
the meaning of subsection (a), (3) that there was no cost justifica- 
tion, and (4) that the seller was not meeting competition in good 
faith. The extra burdens this puts upon the FTC, as compared to 
those it must shoulder in an action against the seller, are great 
indeed. First, it must assume the burden of proof as to all four of 
these factors, whereas in an action against the seller, the burdens 
of showing “cost justification” and “good faith competition” are 
put upon the respondent—an appropriate shift since these are 
matters peculiarly within the ken of the seller and notoriously 
difficult for the commission to prove. Second, not only must the 
FTC prove the existence of these four factors, in order to show that 
the price charged by the seller was illegal, but it must prove that the 
buyer knew of their existence and therefore knew that the price was 
illegal. By injecting this second condition, one moves from the 
realm of the “very difficult” to the realm of the “virtually impos- 
sible,” for only the violator who is too stupid or ignorant of the 
law to cover his tracks is likely to lay himself open to such proof— 
and stupidity and ignorance are not typical traits of the preferred- 
buyer classes. 

Before leaving our discussion of the terms of the Act, a word 
should be said about the penalties that are imposed once a viola- 
tion is found to exist. Recalling Justice Holmes’ famous old bad 
man,** one must always ask: “What will happen to me if I am 
found guilty of violating the Robinson-Patman Act”? The answer 
is: “In most cases, not very much.” All the FTC can do is to issue 
a cease and desist order terminating the discrimination (clause 
15). Until recently, nothing would then happen until the respon- 
dent violated the order a second time, at which point the FTC 
could seek a court order of enforcement.** The respondent still 
had one more strike. If he violated a third time, he became sub- 
ject to a fine for criminal contempt. I know of no instance in the 
twenty-four year history of the Robinson-Patman Act—indeed, in 
the forty-five year history of the Clayton Act—in which a respon- 
dent has paid a fine for discriminatory pricing. Perhaps this sim- 
ply reflects the law abiding nature of the American businessman, 
once the government has told him what he must do under the 
law. Or, it may reflect the fact that, as the FTC itself put it in its 
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1956 report, “throughout the Commission’s 40-year existence, en- 
forcement of antimonopoly orders has been notoriously weak.” 

There are two other shoals upon which the violator may founder. 
The Justice Department may sue under the Act, and the possible 
penalties here may be quite extensive. But the short answer is 
that the Justice Department, through 1957, has brought only four 
suits involving Robinson-Patman counts, plus four criminal price 
discrimination actions under the Borah-Van Nuys Act.®* All of 
these cases involved Sherman or Clayton Act violations as well, and 
therefore could have been reached without resort to the Rob- 
inson-Patman counts. One of these cases resulted in a fine, one in 
a consent decree, two in acquittals, two in dismissals, one was ab- 
sorbed in a Sherman Act case, and one is still pending.* 

The other risk that the respondent runs is that of private suit 
for treble-damages instituted by an injured party. Here, there have 
been a few substantial recoveries, but again the record is not im- 
pressive. A recent study shows seventy-five private suits actually 
instituted through 1956, with forty-one final judgments in favor of 
the defendant and six, with awards totaling $484,000 (including 
one judgment for $220,000), in favor of the plaintiffs.” The author 
of this study summarizes the picture as follows: 


It seems apparent that the interpretation and application of 
the statute tends to be much more restrained and conservative 
in private suits than in government actions. . . . it is clear that 
the courts have not lost their heads in awarding damages to 
plaintiffs in such litigation, and that the treble damages pro- 
vision has been applied most conservatively, both as to the 
situations in whi ecco | has been imposed and as to the 
amount of damages awarded. Although private actions could be 
abused, and many lawyers as well as businessmen fear such 
abuse, the reported cases indicate that the courts have been 
very careful to prevent any abuse in this field.** 


All in all, the Holmesian bad man may conclude that the chances 
of any serious penalities against him for price discrimination of- 
fenses are fairly small. Fortunately, people still shy at being brand- 





1956 FTC Ann. Rep. 53. 
® Epwarps 682-84. - 


Td. at 684. 
Wc cy ye Enforcement of Robinson-Patman Act Private Parties, 1957 
Antitrust Law Symposium 145; Epwarps 67-68, n.6. risk of private suit 


was further narrowed in 1958 by a Supreme Court holding that the Borah-Van 
Nuys Act (section 3 of the inson-Patman Act) will not ee a private 
cause of action based upon violations thereof. Nashville Milk Co. v. Carnation 
Co., 355 US. 373 (1 3 

J 


Loevinger, op. cit. supra note 57, at 161. 











218 WISCONSIN LAW REVIEW [Vol. 1960 


ed as law violators, and the embarrassment of its becoming wide- 
ly known that one has been treating some customers better than 
others, plus the fear that one may be one of the rare victims of a 
lightning strike, are probably real deterrents. 


EVALUATION OF THE ROBINSON-PATMAN ACT 


In the light of what has been said thus far, how shall we evalu- 
ate the Robinson-Patman Act and its administration? It is quite 
apparent from the foregoing summary that the relationship of 
subsections (c), (d) and (e) to subsection (a) and to each other, 
is a hodge-podge of confusion and inconsistency that any compe- 
tent,-order-loving lawyer must find offensive. The lack of consis- 
tency in the requirements of the respective subsections also results 
in arbitrary and distorted administration, since the FTC is tempted 
—and, judging by the statistics, apparently succumbs to the tempta- 
tion—to file and press cases, not on the basis of their importance or 
furtherance of the underlying objectives of the Robinson-Patman 
Act, but on the basis of whether the fortuitous presence or absence 
of certain factors makes them easy or hard to try successfully.®® This 
is not conducive to good administration. 

It is also apparent that the inadequacies of subsection (f) virtual- 
ly tie one arm of the FTC behind its back, since it is foreclosed, for 
all practical purposes, from proceeding against the recipient of 
the illegal benefit and is confined to policing the buyer by pro- 
ceeding against the seller who, more often than not, may be the 
passive party rather than the active instigator of the illegal trans- 
action. 

Finally, it is apparent that the worst that is likely to befall the 
violator, at least one who is willing to legalize his conduct once 
he is adjudged in violation, is a mild order not to do it again. 

For all these shortcomings, they do not warrant a conclusion 
that the Act is either undesirable or ineffective. The incongruities 
of subsections (c), (d) and (e), and the inadequacies of subsection 
(f) may impair, but they do not destroy, the operation of sub- 
section (a). If there are gaps and ambiguities in language, these 
should be corrected. If there are distortions and shortcomings in 
administration, these also should be corrected. As for the mild 
sanctions that face the violator, perhaps these are just as well at 
this stage. If and when the times comes that both the terms of the 
Act and the soundness of its policies are more clearly settled, the 
sanctions can be strengthened if this appears necessary. 


* Epwarps 624-28. 




















March] ROBINSON-PATMAN ACT 219 


Whether, as some contend, the whole Act should be scrapped 
instead of merely correcting its weaknesses, goes to the question 
whether its basic philosophy is sound or unsound. This depends pri- 
marily upon its effect on competition. No doubt, in many circum- 
stances, its effect is adverse. The old fashioned horse-trade and the 
higgling and haggling of the market are traditionally an integral 
part of the competitive system. The freedom to depart from estab- 
lished prices may ultimately lead to lowering the whole price level 
to the extent that prevailing prices were too high. The fear of what 
a competitor may be doing price-wise, may dispose one to price 
his products more closely, just as competitive bidding does. Flex- 
ibility in pricing may prove especially useful, both to the seller and 
to the causes of vigorous competition, efficiency, and innovation in 
marketing methods, where departure from traditional prices is un- 
dertaken on a territorial basis to open new markets, or experi- 
mentally to test out new ventures or new merchandising methods. 
The Robinson-Patman Act may interfere with one or all of these, 
at one time or another, and put a drag upon practices that seem 
competitively desirable. It may deprive buyers, and sellers too, of 
the full rewards of efficiency, volume production and volume sales. 
It may engender stickiness or softness in pricing practices, thus 
keeping prices at a higher level than they otherwise would be, and 
encouraging sloth and inefficiency. It may discourage trying out 
new merchandising methods, invasion of new territories, and in- 
novation of new products, which might have led to the improved 
products, alternative sources and more reasonable prices that we 
think of as the very essence of a satisfactorily functioning com- 
petitive system. It may, in extreme cases, render an entire industry 
soft and noncompetitive, although it is doubtful whether the 
Robinson-Patman Act alone is likely to cause this; at most, it may 
be a contributing force that implements other factors that are al- 
ready pushing the industry in that direction. 

In other circumstances, the Act may have a salutary effect upon 
competition. Certain types of overly-vigorous competition, if per- 
mitted, will ultimately threaten or destroy the competitive system. 
This is as true of some pricing practices as it is of other practices. 
It is also true that we can put many restrictions upon competition, 
just as we make rules for football games and boxing matches, and 
still maintain a vigorous overall competitive structure. The dangers 
come when we make rules for X that Y is not required to obey, and 
when we make rules that prevent conduct that is the very heart of 
competition, such as restrictions upon legitimate price competition 
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or freedom of entry. Obviously, a law that flatly prohibited all 
price competition would make a mockery of the competi- 
tive system. The lively question is whether the much narrower 
ban upon discriminatory pricing, reflected in the Robinson-Patman 
Act, has the same effect or whether it is the kind of limitation 
that we can live with and still maintain a satisfactory, working, 
competitive system. In many situations, the Act may provide a 
stalwart defense against monopoly by taking out of powerful hands 
a competitive weapon that becomes dangerous when used unre- 
strainedly against those with less bargaining power, or less staying 
power in terms of financial resources, in the hard competitive 
struggle. 

In short, the Robinson-Patman Act may have both good and bad 
effects. Some of the things it seeks to do are quite desirable; others 
may be more questionable. In actual operation, it fails to do some 
things it was intended to do, and does some things it was not in- 
tended to do. The obvious needs, of course, are so to modify its 
language and administration as to improve its performance in 
the desirable areas and prevent those things that are undesirable. 
Before one can know what to do, however, one must know more 
about how it has worked in the past, what its shortcomings are, 
and their causes. Is it generally obeyed or widely flouted? What 
have been its effects, in fact, upon prices and pricing practices, 
in protecting small sellers against large sellers, and small buyers 
against large buyers? Has it given genuine protection to small busi- 
ness and is small business worth protecting? Has it, at times and 
in contradiction of its purposes, pushed large buyers and small 
suppliers into exclusive-dealing, captive arrangements? Has it, as 
its critics claim, resulted in price softness, industry-wide price uni- 
formity, and the elimination of effective price competition? 

Although there still remains much that we do not know, the 
recently published study by Professor Corwin Edwards sheds con- 
siderable light on many of these questions. Consequently, a brief 
summary of his evaluation of the law and its administration will 
help to bring the picture into perspective.®° 

Professor Edwards finds no fault with the basic philosophy of 
the Act, namely, its purpose of putting limits upon the unbridled 
exercise of economic power, sometimes by the seller but more often 
by the buyer, where this takes the form of price discrimination with 
resultant injury to and disruption of the competitive structure of 





Id. ch. 19. 
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our economy. He does, however, find the Act inadequate in certain 
of its provisions and certain aspects of its administration. 

He finds its provisions too drastic on several counts: (1) With 
respect to subsection (a), he considers injection of “injury to com- 
petition” as a test of illegality to be unnecessary and undesirable; 
unnecessary, because the “lessening competition” and “tendency to 
monopoly” criteria are sufficient to achieve the objectives of pre- 
serving competition; undesirable, especially in its application at 
the buyer’s level, because it looks only to the effect upon a particu- 
lar segment of competitors and ignores the fact that the overall 
competitive situation may actually be strengthened in its long- 
range operation. On this last point, he emphasizes that discrimina- 
tory practices which may injure particular competitive groups may 
strengthen competition in the broader market sense, and that the 
law should take account of both effects instead of looking at only 
one side of the coin, as it now does. (2) He concludes that the 
“quantity limits” proviso of subsection (a) is of no value, since 
situations to which it would apply can be adequately handled un- 
der the antitrust laws, that it has proven useless in fact, and should 
be repealed. (3) He feels the “cost justification” defense is too re- 
stricted, since it does not sufficiently permit application of alterna- 
tive theories of accounting, imposes undue burdens and expense 
upon respondents asserting it as a defense, and discourages experi- 
mentation in costing and merchandising since it provides inade- 
quate opportunity to try out new and experimental pricing tactics 
and offers no protection in case the experiment fails. (4) He de- 
cries the failure of subsection (c), (d) and (e) to permit the de- 
fenses available under subsection (a), both because these defenses 
on the whole are meritorious and because the resulting incon- 
gruities and inconsistencies make administration unsatisfactory 
and bring the whole Act into disrepute. 

On the other hand, he finds the Act too lenient on several counts: 
(1) The provisions in subsection (a) requiring that the goods be of 
“like grade and quality” and exempting discrimination that occurs 
“in response to changing conditions,” create undesirable loopholes. 
(2) By making “cost justification” and “good faith competition” 
absolute defenses, the Act provides no protection in situations 
where injury to the competitive structure nevertheless results. 
While, as he points out, the existence of facts that give rise to these 
defenses will, by their very nature, ordinarily preclude competitive 
injury at the seller’s level, their existence does not at all foreclose 
the possibility of injury at the buyer's level—yet, under the law, 
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once such a defense is shown, nothing can be done to prevent such 
injury. (3) He finds the failure to provide for effective action 
against buyers incongruous, a frustration of the Act’s purpose, and 
a serious impediment to effective operatiori, since such buyers may 
have been the primary instigators of the illegal conduct. 

With respect to FTC administration, Professor Edwards finds 
several shortcomings: (1) In selecting its cases, the FTC has tended 
to overemphasize certain types of violation as a result of pressure 
from unusually vocal groups (see the brokerage and food industry 
cases) or because they are easy to win (see the rubber stamp cases), 
and has given inadequate attention to more important, but more 
difficult, cases. (2) It relies upon the easier findings (e.g., injury to 
competition and brokerage payments) to support its orders, and 
fails to make findings as to matters that are more difficult to prove, 
but much more important in terms of the basic competitive struc- 
ture.** As a result the public is uninformed as to the more signi- 
ficant effects of the illegal practices and the entered orders. (3) The 
FTC has seriously neglected its follow-up on completed cases to 
ascertain the effects of its orders and whether they are being obeyed. 
(4) The FTC, in administering the Act and formulating its orders, 
falls into the same error as the Act itself, in that it gives undue 
attention to certain matters and ignores others that call for con- 
sideration in the public interest. For example, some of its terri- 
torial discrimination decrees are directed primarily at protecting 
against “injury to competition” in the individual sense, and give 
little attention to the fact that the decree may actually impair com- 
petition in the market sense. 

Professor Edwards’ recommendations for correcting the present 
shortcomings of the Act and its administration, are as follows: 


The brokerage provision has no appropriate place in a law of 
price discrimination and should be eliminated. Policy toward 
sales aids and toward payments for selling services should 
rest on the same principles as policy toward price discrimi- 
nation, and such practices should be covered only in so far 
as they constitute indirect discriminations. Discrimination that 
is likely to affect competition in the primary line should be 
forbidden only when it reduces market competition; and the 
cost defense applicable thereto should turn on questions of 
good faith in accounting and in forecasting. Substantial revi- 
sion is needed in the case of discriminations that are likely to 


“ But see FTC v. Standard Brands, 189 F.2d 510, 512-13 (2d Cir. 1951), refusing 
to find a violation of an order on evidence of injury to respondent’s competitors, 
where the order itself was based upon a finding of injury to competition among 


respondent's customers. 
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hurt competition in the secondary line. Important features of 
that revision are: that the purpose to protect market competi- 
tion should be clearly distinguished tem the purpose to as- 
sure equality, and consideration should be given to the elim- 
ination of the latter purpose; that, whether or not both pur- 
poses are pursued, an appropriate exemption should be 
provided for small business, on the ground that jeopardy to 
market competition and significant jeopardy to equality arise 
only in the case of the large buyer; that the attack on the prob- 
lem should be made, so far as possible, by rules governing 
buying conduct and proceedings directed against buyers; that 
in this sort of attack the traditional exemptions concerned 
with the seller’s costs and good faith are irrelevant, and their 
place should be taken by a definition of the offense designed to 
assure action against real damage to competition among buyers, 
yet to prevent injury to competition from being so broadly in- 
terpreted that it precludes desirable buying practices; and 
finally that, if this attack on the problem of the powerful 
buyer is thought to be insufficient, supplementary rules gov- 
erning sellers’ conduct should be separately stated in order 
that they may cover only the sellers who deal with powerful 
buyers, and should include, instead of a blanket good-faith 
defense, a provision for the balancing of effects on competition 
on the two sides of the market. If such supplementary rules are 
invoked, consideration should be given to the idea of limiti 
their application by requirements that those selling to pow 
buyers do so in published price schedules.** 


If we really seek a coordinated, effective law against price dis- 
crimination that genuinely implements the efforts of our overall 
antitrust laws to protect and preserve an effective competitive struc- 
ture, it is hard to quarrel with these recommendations. Why, then, 
the vigorous disagreement as to the Robinson-Patman Act, with 
supporters and critics alike avowing their dedication to the prin- 
ciples of free competitive enterprise? The basic split comes mainly 
on the question of the extent to which government should inter- 
fere with private efforts to compete. Some insist, in the classical 
Adam Smith tradition, that government must not interfere with 
the free operation of competitive forces, except for the purpose of 
preventing others from interfering therewith. Others contend that 
the competitive system, left to itself, would rack itself to pieces 
and consequently the government must be ever ready to blow the 
whistle on the contestants when they get too rough. Combined 
with this latter concept may often be found a pervading sense of 
what is “fair” or “equitable,” which is offended when conduct 
becomes unprincipled or brutal. 





@ Epwarps 656-57. 
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Thus, underlying the conflicting attitudes toward the Robinson- 
Patman Act, we find two basic and antithetical attitudes. Critics 
contend that, under the guise of preserving competition, the Act 
creates a price rigidity and bargaining inflexibility that seriously 
impairs such competition. Illustrative of this view are the following 
comments of Frederick Rowe: 


Viewed in perspective, two decades of Robinson-Patman ad- 
minstration present a chronicle of conflict, compromise and 
confusion. 

The statute originated in the class struggle between conven- 
tional merchants and mass marketers for supremacy in the 
channels of distribution. While conceived in the soft protective 
concepts of the NRA, the act em as an amendment to the 
antitrust laws which ordain hard competition for all com- 


merce... . 
As the offspring of a mixed marriage between antitrust and 

NRA, Robinson-Patman was manifestly destined from birth 

for a schizoid future. With the act approaching maturity today, 

twenty-five years after, the neurotic drift in its directions re- 
flects its legal split personality.** 

Supporters of the Act contend, on the other hand, that it pro- 
tects the competitive system by preventing practices that would 
destroy the system if permitted to continue. Some go further and 
support it also on grounds of basic fair dealing. Lee Loevinger puts 
it this way: 


Part of the lo-American tradition, as ancient and funda- 
mental as the ideal of freedom itself, is the ideal of equality; 
that under the same conditions all men shall be treated the 
same. 

Like other ideals, this one has not always been scrupulously 
observed in practice and has not always found clear expression 
in our laws. Still, it has remained an acknowledged principle 
for many centuries. Among the best known and most impor- 
tant enunciations of it are those in the Declaration of Inde- 
pendence—“all men are created equal”—and in the Four- 
teenth Amendment to the Constitution—all are entitled to 
“the equal protection of the laws.” . . . 

The same principle reappears in all kinds of Federal and 
State legislation. . . . 

In extending this principle to commercial transactions gen- 
erally, the Clayton and Robinson-Patman Acts have done no 
more than te specify as a general rule for business a standard 
of fair dealing that is ancient in our culture and our law. .. . 


This underlying concept is that different individuals should 


* Rowe, The Evolution of the Robi: Pat Act: A Twenty-year Perspec- 
tive, 57 Cotum. L. Rev. 1059, 1088 (1957). 
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not be treated differently unless there is some adequate rea- 
son in the nature of the transaction for the difference. In other 
words, different people buying the same thing should be 


charged the same price.“ 


Both points of view have something to be said for them. On 
Mr. Rowe's side, the freedom of the businessman to conduct his 
business as he sees fit, free from government interference, is an 
important and crucial freedom. Nevertheless, in the name of public 
interest, we do interfere with this freedom frequently and ex- 
tensively, and certainly the areas of trade and pricing practices have 
not been immune, as witness our public utility laws, antitrust laws, 
Federal Trade Commission Act, fair trade laws, loss leader stat- 
utes, and many other enactments. ‘The question is whether the 
dangers that stem from discriminatory pricing warrant the degree 
of interference that Robinson-Patman entails. On Mr. Loevinger’s 
side, there is ingrained in our social and economic thinking a strong 
antipathy to inequitable and discriminatory conduct, and this anti- 
pathy becomes doubly strong when such conduct undermines ef- 
fective competition and threatens injury and even destruction to 
important segments of our business community. 


Perhaps, in the last analysis, one is raising the question whether, 
apart from the direct and immediate effect upon competition, a 
public policy is served by preserving from extinction the smaller 
business concerns of our economic society, and whether the Robin- 
son-Patman Act is an appropriate means to this end. This is not 
the place for an extended discussion of this point, but it should be 
noted that we do frequently protect selected groups, such as the 
farmer and labor, against outside threat and superior bargaining 
power, and have already seen fit to put the small businessman in 
this category.®* A strong case can be made, also, for his protection in 
the interests of preserving effective competition. Turning again to 
Loevinger, he puts the proposition thusly: 


Achievement of the objective of protecting and preserving 
small business is, in my view, of fundamental importance. The 
survival of a free economy, which is ultimately essential to our 
civil and political liberties, depends upon the maintenance of 
conditions in which small businesses can be born and live. 
Protection of the public against exploitation and against high 
or discriminatory prices, however worthy that goal is, may 

less important to our ultimate welfare than securing multi- 











“ LoEvINGER, THE LAw OF FREE ENTERPRISE 137-38 (1949). 
“72 Stat. 384 (1958), 15 U.S.C. §§ 631-50 (1952). 
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plicity and diversity in the enterprises of our business com- 

munity.®* 

Perhaps one remaining point should be considered. Should we, 
in the absence of more conclusive evidence than we now possess of 
substantial achievements by the Robinson-Patman Act, take it off 
the books and, as we did prior to 1936, rely upon traditional anti- 
trust measures to keep the competitive balance? Or, in the absence 
of clear evidence that it is affirmatively harmful, should we retain 
it on the books as long as it is already there? Certainly, the former 
may be the preferable approach in deciding in the first instance 
whether or not to enact a law—and all the more so in the trade 
regulation field where the political philosopsy “that the best gov- 
ernment is the least government” rises to the level of a basic eco- 
nomic principle under the theories of free enterprise developed by 
Adam Smith and his followers. Once a law has been enacted and in 
operation for some time, the argument is less persuasive. This is 
especially true where one of the fears that support a laissez-faire 
approach, to wit, the fear that government interference may throw 
the economic machinery out of kilter, is not clearly shown to be 
well-founded, and where, on the other hand, the salutary effects 
appear to be substantial even though unmeasurable. In this situa- 
tion, the desirability of still further exploration into the effects 
and administration of the Act, and careful attention to improve- 
ments along the lines suggested by Professor Edwards, seems clear, 
but wisdom counsels against tampering with its basic structure. 


* Loevinger, op. cit. supra note 57, at 145-46. 


























Cost Justification Under The 
Robinson-Patman Act: 
Impossibility Revisited 


Joun E. Murray, Jr.* 
INTRODUCTION 


The statutory language of the cost justification defense is found 
in section 2(a) of the Robinson-Patman amendment to the Clayton 
Act.2 It is one of three affirmative defenses available to a seller 
charged with price discrimination.” 

The cost justification defense has been thoroughly criticized. 
Among the denouncements one will find such carping statements 
as: Practically, the defense is “impossible’”’;* “As things now stand, 
the justification of different prices by cost differences is available 
only to the wealthy, the resourceful and the tireless.”* A former 
Federal Trade Commission chairman has called the defense 





* BS. 1955, La Salle College, Phila. Pa., LL.B. The Catholic Univ. of America, 
Washington, D.C., 1958; S.J.D. Univ. of Wis. 1959, Member of Wisconsin Bar. 
Ass’t Professor of Law, Duquesne Univ. School of Law, Pitts » Pa. 1959. 

1“Provided; That nothing contained [herein] shall prevent tials which 
make only due allowance for differences in the cost of canmaidactore, sale, or 
delivery resulting from the differing methods or ee in which such com- 
modities are to such purchasers sold or delivered. . . .” ee US.C -} 13 (a) B See 

? The three affirmative defenses are: the changing tions defense 
of 3G). the cost justification of § 2(a), and the on Sr competition” defense 

2 (b). 


oft 
In addition to the affirmative defenses, the alleged violator of § 2(a) may 
the validity of one or more of the uisites to the establish- 
ment of a prima facie case of price discrimination by the FTC. The commission 
must show: Pd) the charging of diferent prices to diferent purchasers in the 
sale of like grade and quality; (2) the fact that at least one of the sales 
invo in the discrimination must be in interstate commerce; (3) the seller 
who grants the discriminatory price must be in com —— with other sellers, 
or the “favored” buyer must be in competition with o' buyers; (4) the reason- 
ably — effect of the discrimination must be the substantial lessening of 
competition or tendency to create a monopoly or the injury, prevention, or 
destruction of competition with an individual competitor. » Rowe, Discrimi- 
prem Sales of Commodities in Commerce: Jurisdictional Criteria Under the 
nson-I Act, 67 YALE LJ. 1155 (1958). 
* Rowe, Price Discrimination, Competition, and Confusion: Another Look at 
Robinson-Patman, 60 Yate L.J. 929, 963 (1951). Five years later Mr. Rowe 
the defense as “an expensive ep BE webct a Rowe, Price Differen- 
and Product Differentiation: The Issues Under the R . Act, 
66 Yann LJ. 1, 23 (1 
* Austern, aa in Naufragio-Adminisirative Style, Some Observations on 
the R Act RosINSON-PATMAN Symposium 105, 115 (1953). 
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“largely illusory”® and the Attorney General’s committee to study 
the antitrust laws acquiesces in this judgment.* At the very least 
most writers agree that “in the past it has been extremely difficult 
successfully to justify a discount scheme through cost studies.”* 
This article will attempt to examine as dispassionately as possi- 
ble the underlying currents of the cost defense which serve either 
to substantiate or rebut this torrent of criticism. In so doing, the 
article is not an exercise in apologetics nor will any attempt be 
made to portray the cost defense as the ideal standard. Beneath 
the veils of criticism, however, it is hoped that some penetrating 
insights into the problems surrounding the defense can be found. 


STATUTORY BACKGROUND 


The Robinson-Patman Act does not proscribe price differentials; 
it does proscribe price discriminations.* If a seller charges different 
prices, he may be called upon to show that his different prices are 
not discriminatory. One of the methods of vindicating price dif- 
ferentials is by the utilization of the cost justification defense. This 
defense is permissive, not mandatory.° 

The cost justification defense is an affirmative defense: the burden 
of proof is upon the seller charged with price discrimination to 
prove to the satisfaction of the commission that his different prices 
“make only due allowance for differences in . . . cost.” 

The seller’s cost savings (that amount saved in dealing with one 
customer as compared with another customer) must be equal to or 
greater than his price differentials. The singular difficulty in the 
language of the cost proviso emanates from the “only due allow- 
ance” phrase.'° The two conflicting interpretations of the phrase 
are: (1) the permissive theory, and (2) the mandatory theory." 

The permissive theory is the choice of the FTC and, except for 
certain heavy goods cases,’ it has been followed since the inception 


* Sylvania Elec. Prod., Inc., 51 F.T.C. 282, 290 (1954) (concurring opinion of 
Chairman Howrey). 

* REPORT OF THE ATTORNEY GENERAL'S NATIONAL CoMM. TO STUDY THE ANTI- 
TrusT Laws 171 (1955). 

"McGee, Price Discrimination and Competitive Effects: The Standard Oil of 
Indiana Case, 23 U. Cut. L. Rev. 398, 453 (1956). 

*The Act does not proscribe all discriminations in the economic sense. 

* Austin, Price Discrimination and Related Problems Under the Robinson- 
Patman Act 57 Jount Comm. ON CONTINUING LEGAL EpucaTion oF ABA-ALI 
mz ed., 1953). 

The interpretation of this clause has been characterized as “the most con- 

troversial question of interpretation currently raging under the Act.” Id. at 26 

= “Permissive” and “mandatory” are the author's terms; Austin uses the terms 
“price difference” and “profit a" Id. at 27-28. 

* Corn Prod. Ref. Co. v. FTC, 324 U.S. 726 (1945); FTC v. A. E. Staley Mfg. 
Co., 324 US. 746 (1945); FTC v. Cement Institute, 3 3 US. 683 (1948). 
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of the Act. Under this theory “only due allowance” means that 
the seller may pass on to his customer all, some, or none of the 
actual savings in cost resulting from transactions with that cus- 
tomer. If he decides to pass on cost savings, the only proscription 
is that he shall not pass them on in excess of actual cost savings. 

The mandatory interpretation would require all cost savings to 
be passed on to the buyer. Thus, the seller has no choice; he must 
pass on all, not some or none of the cost savings to the customer(s) 
entitled to them. 

The advocates of the mandatory theory suggest that it is as 
much of a discrimination not to pass on existing cost savings as 
it is to grant price concessions in excess of actual cost savings. Thus, 
charging uniform prices under this theory would be discrimina- 
tory’ unless there were no cost differentials. 


Whatever the reason, if a buyer is a lower-cost buyer—.e., if 
a seller’s expenses in dealing with that buyer are lower than 
the expenses in dealing with other buyers—the lower-cost 
buyer is discriminated against unless there is a price differen- 
tial in his favor which is equivalent to the costs saved in serv- 
icing him. This has been common ground among economists 
at all times, and regarded as so obvious as to be rarely stated. 
Anything else would lead to absurdity and contradiction." 


Perhaps the soundest argument against the application of the 
mandatory theory is to be found in the consideration of Congres- 
sional policy. The “quantity discount” label was a magic phrase 
which vindicated price differentials under the unamended Clayton 
Act. There were no rules of the game to determine whether or 
not the quantity discount reflected actual cost savings to the seller 
who charged different prices. 


. evidence began to accumulate which showed that large 
sellers were making substantial price differences between their 
customers upon the pretense of differences in the quantity 
purchased. 

Congressional policy was directed at closing the loopholes in the 
unamended Clayton Act. It was recognized that differences in 
cost constituted a valid basis for price differentials, but some method 
had to be established by which alleged cost differentials could be 
actually shown. The cost proviso was included to except from the 





a Is Competitive Pricing Legal?, Harv. Bus. Rev., Nov.-Dec. 1957, 
PP. 59, SY. 
. 5 (1953). The Consistency of the Robinson-Patman Act, 6 Stan. L. REv. 
, ( ° 

* Munp, GOVERNMENT AND Business $39 (1950). 
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proscriptions of section 2(a) those sellers who were able to show 
cost differences which were equal to or greater than price differ- 
ences. There is nothing in the legislative history of the bills to in- 
dicate that Congressional policy favored the mandatory theory; 
rather legislative history supports the permissive theory: 
The bill neither requires nor compels the ting of discrim- 
inations or differentials of any pm $y It Dinas any Fond wish to 
do so entirely free to sell to all at the same price regardless of 
differences in cost, or to grant any differentials not in excess 
of such differences. It does not require the differential, if 
 apyper to be the arithmetical equivalent of the difference. 
t is sufficient that it does not exceed it.** 


Thus, a seller who is charged with price discrimination under 
the Robinson-Patman Act may affirmatively show his price differen- 
tials were no greater than his cost differentials. 


Fundamental Considerations 


A reading of the statutory language suggests that 
. . . differences in the cost of manufacture, sale or delivery 
resulting from the differing methods or quantities in which 
such commodities are to such purchasers sold or delivered 

may be included. Suppose “a large order is placed far in advance 
and results in economies in purchasing, planning operations, or 
maintaining a work force over slack periods.”** May the cost savings 
be used as the basis for a price differential to be granted to the 
buyer who placed the large order? The answer is no; “the total 
savings must be passed on to all buyers equally and not just used 
as the basis for a price differential to the large buyer.”'* The 
Senate Report offers an explanation: 


It is designed, among other things, to preclude the grant of 
a discrimination to a particular customer equal to the whole 
saving in cost resulting to the seller’s entire volume of business 
as augmented by that customer’s patronage.’® 


This preclusion refers to the marginal cost concept. The report 
is suggesting that price differentials must be based on actual and 
not marginal costs. While actual costs include all fixed and variable 
production costs, marginal costs do not include any of the fixed 
costs. “Marginal cost is the cost of adding one unit of product to 





*S. Rep. No. 1502, 74th Cong., 2d Sess. (1936). 
* Comment, 49 Nw. U.L. Rev. 237, 239 (1954). 


* Ibid. 
*S. Rep., op. cit. supra note 16, at 5-6. 
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any given output.”° Since it is rare for only one unit of product to 
be added to output, a more exact definition of marginal cost might 
be: “. . . amy increase in total costs divided by the corresponding 
increase in output, or the cost per unit of adding a number of units 
of product to output.”** Marginal cost is the out-of-pocket cost of 
producing additional increments of product. As a result of this 
interpretation in the Senate Report, 


Any savings passed on to the customers in the form of lower 
selling ne resulting from — additional increments 
ower production costs, must be 


of product, which result in 

available to all customers.?? 

The second reason why all savings in the cost of manufacture, 
sale, or delivery cannot be included in the summation of cost sav- 
ings is due to the important “resulting from” clause. This clause 
limits the consideration of differences in cost to those which flow 
from the different methods of sale and delivery or different quan- 
tities sold.** 

Since there must be a relation between the costs to be included 
and the methods or quantities of sale or delivery, this is really 
another way of saying that the cost defense is relegated to justifying 
distribution costs, or “all costs incurred after the goods have been 
made available for sale.’”** In the accountant’s terminology, we 
are usually dealing with those expenses which follow gross profit 
and cost of goods sold on the profit and loss statement. The single 
exception occurs when manufacturing is characterized as “special 
order,” “customer order,” or “job shop” production, i.e., when the 
order is placed before production commences perhaps necessitating 
machine adjustments or the use of new dies. In this situation there 
might be expenses which can be traced to a particular customer 
and tend to increase or decrease as the customer’s purchases de- 
crease or increase. The normal situation, however, is production 





* BLODGETT, PRINCIPLES OF Economics 124 (3d ed. 1951). 
* Ibid. 
"VAN SICKLE, Cost ACCOUNTING—FUNDAMENTALS AND PROCEDURES 526 (1938). 
* Sawyer, Accounting and Statistical Proof in Price Discrimination Cases, 36 
Iowa L. Rev. 244, 246 aan 2 
The cost difference must have its origin in: 
“1. A different méthod by which one order was sold, or 
. f different method by which bac was delivered, or from 
. Savings in manufacturing, ing, and delivering resulting from a 
difference in quantity sold or delivered, or es 
4. Any combination of these three.” 
Zorn & FELDMAN, Business Under the New Price Laws, in Prick PRACTICES AND 
Price Poxicies 287, 288 (Backman ed. 1953). 
™ LONGMAN & ScHirFF, Practical DistripuTION Cost ANALYsis 69 (1955) [herein- 
after cited LoNGMAN & SCHIFF]. 
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for inventory, and orders are filled from that pile. In this situation 
there is no manufacturing cost economy in filling one order as 
contrasted with filling another order. 

To summarize the fundamental considerations surrounding the 
cost proviso: the cost justification defense is set out in section 2(a) 
of the Robinson-Patman amendment to the Clayton Act; it is an 
affirmative defense which is available to the respondent if the re- 
spondent desires to use it; in the summation of cost savings for 
the purpose of establishing the defense, only actual cost differences 
may be utilized and these must result from differing methods or 
quantities of sale and delivery. The costs to be included in the 
summation of cost savings will usually be distribution costs. 

Criticisms of the cost defense are not usually based on these 
fundamental propositions; rather they are aimed at the difficulties 
in the preparation of the defense.** The preparation of the cost 
defense requires a mixture of law, accountancy, market analysis, 
statistics and time-and-motion study. One writer suggests that 
when a respondent seeks to utilize the cost defense, he must, of 
necessity, engage in a trial “by the ordeal of cost accountancy.”* 
If manufacturing costs were exclusively considered instead of dis- 
tribution costs, the task of establishing the defense would be greatly 
simplified. This is because “there is considerable literature on the 
subject of manufacturing cost accounting,” since it has been the 
tendency of management to place great emphasis on the economies 
obtainable via production cost control. 

In the distribution area, market research has developed rapidly 
in recent years, but “the cost control aspect has been deempha- 
sized.”?* In the excess profit years of post World War II manage- 





* In Automatic Canteen Co. v. FTC, 346 U.S. 61, 69 (1954), the Court evaluated 
the cost proviso as follows: 
“We have been invited to consider in this connection some of the intricacies 
inherent in the attempt to show costs in a Robinson-Patman proceeding. 
The elusiveness of cost data, which apparently cannot be obtained from 
ordinary business records, is reflected in proceedings against sellers. Such 
P i make us aware of how difficult these problems are, but this 
record happily does not require us to examine the cost problems in detail. 
It is sufficient to note that, whenever costs have been in issue, the Commis- 
sion has not been content with accounting estimates; a study seems to be 
required, involving aps stopwatch estimates of time spent by some 
1 such as and truck drivers, numerical counts of invoices 
or bills and in some instances of the number of items or entries on such 
records, or other such quantitative measurement of the operation of a 
business.” 
"ean Cost as a Standard for Price, 4 Law & Contemp. Pros. $21, 323 
(1937). 
™ EISNER, ProFir ANALYSIS, DistRIBUTION Costs 1 (1953). 
* LONGMAN & ScHiFF 69. 
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ment was not cost-conscious. Instead, the tendency was toward 
cutting distribution costs “across the board” when they became ex- 
cessive rather than analyzing them to locate the unprofitable areas 
in the total distribution system. In 1948 it was suggested that 
“Management, in general, has not yet devoted the refined attention 
to distribution costs required by the act.’’*® More than a decade 
later the statement rings true, though to a somewhat lesser extent. 
While there are many instances of distribution cost anaylsis at the 
present time, it is highly questionable whether they would be ade- 
quate for cost justification purposes in a Robinson-Patman pro- 
ceeding. Management is interested in distribution cost analysis be- 
cause it has learned of the potential economies obtainable through 
a detailed analysis of these costs. 


When a respondent decides to utilize the cost defense, he must 
realize that the tool which the accountant must use is still a rela- 
tively awkward instrument. Unless the accountant has had some 
experience in the analysis of distribution costs, the preparation of 
the defense will be a difficult task. The ordinary books of account 
which are quite adequate for ordinary business purposes are inade- 
quate for distribution cost analysis purposes. There is no code of 
Robinson-Patman accounting; the test upon which the commission 
relies in its evaluation of a cost analysis is whether the analysis is 
based upon sound accounting principles. The commission has been 
criticized in its application of this test to such an extent that one 
writer has been prompted to say, “I have a hunch that most discus- 
sions of the cost aspects of the Robinson-Patman Act have degen- 
erated into ‘Hate the FTC’ sessions.”’*° 

While the cost defense must rise or fall in a legal context, the 
nucleus of the defense is inextricably woven within the confines 
of another discipline: accounting. 


THE ACCOUNTING PROBLEM 


Because the accountant and the lawyer must form a team to 
prepare the cost defense, the lawyer must be cognizant of the funda- 
mental aspects of accounting. The lawyer must know what to ask 
the accountant, he must be able to explain to the accountant how 
a cost study is evaluated by the commission staff, and he must be 
able to segregate the pertinent material supplied by the accountant 





* Haslett, Price Discriminations and Their Justifications Under the Robinson- 
Patman Act, 46 Micu. L. Rev. 450, 472 (1948). 

” Massel, Introduction to Meeting on Cost Justification Under the Robinson- 
Patman Act, 1 ANTITRUST BULL. 559 (1956). 
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from that which the commission will look upon as mere quantity. 

Also, the lawyer must be mindful of the economy of money and 
the economy of time. As to the former, the amount of expenditure 
for the cost study will usually vary inversely to the degree of the 
lawyer’s ability to direct the study; the latter will usually be more 
important than the former since when a complaint is issued, the 
respondent is often caught up in the pressure of time. Thus, if a 
lawyer has a sophisticated knowledge of the accounting aspects of 
the cost defense, the preparation of the cost study can be performed 
expeditiously. 

With a sound knowledge of the fundamentals of cost justification 
accounting, the lawyer will be a better advocate in informal nego- 
tiations with the commission staff and adversary proceedings before 
a hearing examiner. Counsel for the respondent will be better 
equipped to emphasize certain aspects of the cost study by inter- 
rogating his accounting witnesses on direct examination and to 
emphasize weaknesses in the testimony of commission accountants 
on cross-examination should counsel supporting the complaint de- 
cide to utilize the testimony of commission accountants. It is very 
important that counsel for the respondent remember that “the 
attorney who seeks to be his own accountant, in such a Robinson- 
Patman analysis, has a fool for a client.”* 

The central problem in the preparation of the cost study must 
always be kept in mind: how can it be shown that the different 
prices charged for a commodity are justified by differences in the 
costs of serving the various customers? The problem of ascertain- 
ing cost savings which certain methods or quantities of sale or de- 
livery reflect might seem to be almost elementary to the non-ac- 
countant, because the layman tends to think of accounting*® as 
being some kind of record-keeping or bookkeeping which reflects 
money paid and money received. This is only one activity of one 
phase of accounting procedure which is usually called financial 
accounting,** the main purpose of which is to report the financial 
position of the business at the end of a particular period. A spe- 





* Van Cise, The Robinson-Patman Act and the Accountant, 3 ANTITRUST BULL. 
$25, 332 (1958). 

* AMERICAN INSTITUTE OF ACCOUNTANTS, REPORT OF COMMITTEE ON TERMINOL- 
oGy, COMMITTEE OF ACCOUNTING PROCEDURE, ACCOUNTING RESEARCH BULL. No. 9 
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cialized branch of accounting is cost accounting which provides 
cost information to management so that decisions can be made to 
control costs, thus assuring the highest profits to the business by 
minimizing costs. 

Analysis of Distribution Costs 


Manufacturers have two principal objectives: (1) the production 
of goods, and (2) the distribution or marketing of goods. These 
objectives spring from the overall purpose of making a profit on 
capital invested. In order to ascertain that profits are maximized, 
management seeks to control the costs of production and the cost 
of sales, which are called distribution or marketing costs.*+ 


As indicated above, distribution costs are usually considered ex- 
clusively because goods are usually produced for inventory. It is 
only when customers dictate the method of preparation that pro- 
duction or factory costs may be considered. Whether or not pro- 
duction costs may be considered, distribution costs may always be 
considered. Most of the difficulty in a cost defense is in the area 
of distribution costs since distribution cost analysis has had very 
little development especially in comparison to production cost 
analysis. 

Immediately after passage of the Act there was widespread feeling 
that a by-product of the Act would be the development of distribu- 





“The differences between production costs and distribution costs may be 
noted from the following table: 


DISSIMILARITIES IN THE COSTS OF PRODUCTION AND DISTRIBUTION 


Production Costs Distribution Costs 
1. Incurred in a_ particular 1. Activities usually carried on 
place (plant or factory); sub- away from the office; also, 
ject to control. the peculiarities of the cus- 


tomer (desires, ideas, etc.) 
often govern cost. 


2. High degrees of standardiza- 2. Highly 
tion possible. 

3. Costs are applied only to 8. Costs are applied to prod- 
products. ucts, customers and territo- 

ries. 

4. In the short run, factory 4. Two marketing costs, adver- 
costs decrease with increased tising & sales promotion in- 
volume. P crease with vol- 

ume. 

5. Treated as assets until goods 5. Treated as costs. 
are sold. 

The differences as listed Rok ep eene ee ae See This 
work, together with Hecxert & MINER, DistrisuTion Costs (2d ed. 1953) [herein- 
Sa aes MingR] are the two basic accounting texts used to create 
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tion cost analysis,** and many firms did begin to think about the 
problem. This development did not continue so that even today 
we are still experimenting with notions about this phase of account- 
ing. Quaere: what was the restraining factor which caused this de- 
velopment to come to a halt? The evidence is neither tangible nor 
voluminous, but there is an inference that the enforcement pro- 
cedures of the commission were inadequate to command the con- 
tinuity of development foreseen in 1936. In effect, when the busi- 
ness community ascertained that the commission did not have 
enough money to enforce the Act to the degree that had been pre- 
dicted, their distribution cost analyses were stopped. It was too 
expensive to carry on a pioneering effort in this area without a 
greater probability of commission action than existed. It is only 
in recent years that anything resembling a substantial development 
in the distribution cost area has been manifested, because “business- 
men have never been sold entirely on the proposition that accurate 
distribution cost information is an important factor in establishing 
bases for profitable management and for the elimination of wastes 
in marketing.” 

Distribution cost analysis is concerned with the work that must 
be done in order to take the goods from the factory door and place 
them in the hands of wholesalers, retailers, consumers, or any com- 
bination of these three. The activities which are undertaken to 
perform this work are called functions. 


Transportation 


This function includes all of the activities which are necessary to 
physically transport the goods from the place of production to the 
market. For example, the goods might be loaded on trucks which 
are driven by drivers who are paid for helping to perform this func- 
tion; the workers who load the goods on the trucks are also helping 





® HEecKERT & MINER 365. 
* Warmack, Cost Accounting Problems Under the Robinson-Patman Act, CCH 
RoginsON-PATMAN SyMposiuM 105-06 (1947). 

Pioneers in the analysis of distribution costs, such as Charles Sevin, author of 
numerous booklets for the Department of Commerce, have had great difficulty 
in convincing American industry that cost analysis can control expenditures in 
distribution and thereby maximize a. See also, Sevin, Some Aspects of 
Distribution Cost Analysis, 12 J. of MKTG. 92 (1947); Baumol & Sevin, Marketin 
Costs and Mathematical Programming, Harv. Bus. Rev., Sept.-Oct. 1957, p. 5: 
wherein the authors suggest the application of mathematical and linear pro- 
gramming to distribution cost analysis to procure more refined results. Recent 
trends toward such analyses, however, may indicate that the efforts of the 
oe have not been in vain. See, Assignment of Nonmanufacturing Costs for 

‘anagerial Decisions, 32 N.A.C.A. Butt. 1135; Assignment of Nonmanufacturing 
Costs to Products, 32 N.A.C.A, Buty. 1559 (1951). 
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to perform this function; that trucks must be purchased, main- 
tained, and licensed. All of the costs incurred to physically trans- 
port the goods from the factory to the market are incurred to 
insure the performance of this transportation function. 


Warehousing 


After the goods are produced, they must be stored to await ship- 
ment to the market. They might have to be packaged at the ware- 
house and placed in warehouse locations which most efficiently 
utilize the space available. The costs connected with the perform- 
ance of this function, such as wages paid to warehouse personnel, 
rent of the warehouse, taxes, depreciation, and the amount spent 
for packaging the goods, are incurred to insure the performance 
of the warehousing function. 


Selling and Technical Service 


Before consumers will desire the goods which have been pro- 
duced, business must create a desire which is usually called “de- 
mand creation.” In this function the cost analyst is concerned 
with collection of the costs which are incurred for personal demand 
creation, 1.¢., a face-to-face type of demand creation which is carried 
on by salesmen. Another activity which may be included in this 
function is that of servicing the goods after they are sold. All of 
the costs incurred for the performance of this function are isolated, 
collected and analyzed by the cost analyst. 


Advertising 

This is another type of “demand creation” which might be called 
general or impersonal demand creation, and it includes expenses 
incurred in advertising the company’s product. 

These are four examples of functions which a business may per- 
form. Obviously, the number and kinds of functions performed by 
a particular business is determined by management.*’ It is impor- 
tant to note that some of the activities carried on to distribute or 
market the goods may not be distinct functions in themselves, but 
may only be incidental to the performance of a particular function. 
For example, traveling and entertainment are incidental to the dis- 
tinct and separate function of selling and technical service since 
they aid salesmen in personal demand creation. In order to ascer- 





* LONGMAN & ScuiFF 109-10 suggest that businessmen must think in terms of 
functions because “Only in this way can they decide the number and kind of 
employees they will need, the nature and extent of equipment and supplies 
required, the amount of working capital called for, and so on.” 
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tain whether an activity is a distinct function or merely incidental 
to a distinct function, a test has been proposed: 


Is this a distinct kind of work for which 1 -scale concerns 
might hire someone on a full or part-time basis, or is it a 
mal exertion incidental to the fulfillment of a distinct 


unction?** 

In defining a function it is technically incorrect to consider the 
expenses or manpower associated with it since these only indicate 
the scale on which such functions are performed. With these con- 
cepts in mind, it might be helpful to suggest a more formal defini- 
tion of a function: A marketing or distribtuion function is any 
activity which is performed because it ts distinctly essential to the 
operation of the business, not merely incidental to distinct activi- 
ties, which includes details or work of the same general type. 

The essence of Robinson-Patman costing is to attribute, allocate, 
or prorate costs in such a fashion that each product and customer 
bears its share of the costs. Only in this fashion will it be possible 
to compare the costs of selling different products to different cus- 
tomers or customer groups. The comparison of costs will determine 
whether the differences in price to the various classifications of 
customers are justified by differences in cost. The only method of 
cost analysis which will accurately*® reflect the amounts expended 
for the purposes of carrying out the various activities necessary to 
distribute the goods produced is the functional method of cost 
analysis. The reason for this lies in the nature of joint or indirect 
costs.*° 

An example of an indirect or joint cost account would be a 
natural expense account*! captioned “gas and oil expense.” Using 
the example of the respondent who sells two products, X and Y, to 


four customer groups, A, B, C and D, the problem is to ascertain 


how much or what part of the amount expended for gas and oil 
is attributable to the two products and, subsequently, to the four 





"Id. at 106. 

“Accurately” as used here should not be equated with mathematical exacti- 
tude. spe weldage bemagam £ aay ar wore pening apemnsaeeelians tana 
Perhaps a better would be “relatively accurate.” 

: a bs. a 958): ccounting Under the Robinson-Patman Act, 3 ANTITRUST BULL. 
a of the cost of selling, administration, warehousing, delivery, and 
Will Glecloss these which ave facursed dicectly St certain peod- 
ucts, territories, or classes of customers, and those which are incurred for 
more than one of them. Costs are direct if the amount spent may be readily 

te. to one of eA ee otherwise they are indirect.” 
ordinary books of account expenses are recorded naturally, i.e., in 

the manner in which they were incurred. 
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customer groups. The total amount of the gas and oil account 
must be assigned to functional cost groups which isolate and collect 
the partial costs which have been expended to carry out each dis- 
tinct function of the business. A portion of the total amount ex- 
pended for gas and oil is assignable to the transportation function 
since delivery trucks use gas and oil. Another portion of the total 
is assignable to selling and technical service since gas and oil ex- 
pense is incurred in connection with the use of salesmen’s cars. In 
assigning the partial amounts of each joint or indirect cost to 
functional cost groups, total costs for each distinct activity or func- 
tion of the business can be isolated and collected. It is then possi- 
ble to spread the costs collected in each functional cost group over 
products and then over customer classes so that each product and 
each customer class bears its share of the costs. The costs are then 
compared, differences are calculated (if any), and the differences 
in cost are compared with the differences in price. If the cost dif- 
ferences are greater than or equal to the price differences, the re- 
spondent has successfully established the cost defense. 

There may also be direct costs which present little difficulty be- 
cause they can be directly assigned to particular products or cus- 
tomer groups. For example, if products X and Y sold by respondent 
differed only insofar as product X carried the seller’s nationally- 
known brand name while product Y did not, the advertising and 
sales promotion expenses would not have to be allocated to the 
unbranded commodity if “there was no appreciable general knowl- 
edge that the particular manufacturers made the unbranded or 
private-branded articles in question.”*? The advertising and sales 
promotion expenses would be direct costs which would be directly 
assignable to product X. 

Suppose the advertising carried on by the seller’s company was 
institutional advertising (the only type of advertising utilized 
sought to create demand for all of the company’s products without 
specifying any particular commodity). For example, “If it’s made 
by Adams, it’s the best,” or “Progress is our most important com- 
modity.” How may such a cost be allocated to products? This cost 
“should be spread over all products or disregarded entirely.’’** 


Preparation of a Cost Study 
Assign Expenses to Functional Cost Groups 
If the seller has never analyzed distribution costs, his expenses 


“ Taccart, Cost JustiricaTion 541 (1959) [hereinafter cited Taccart]. 
* Taylor, How eo Cost Justify, ANtTiTRUsT Symposium 115, 120 (1957). 
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are recorded naturally in the manner in which they were incurred. 
For example, when workers are paid, entries are made in the pay- 
roll account; when postage stamps are purchased, entries are made 
in the postage account. Every transaction that occurs is reflected 
in an entry in one of the “natural” or “primary” expense accounts. 
It becomes necessary to reclassify these natural or primary expense 
accounts on a functional basis, t.e., to classify expenses according to 
their purpose or function rather than their nature. This is the 
accountant’s task; one method which is recommended is the prep- 
aration of the expense distribution sheet.‘ 


Allocate the Totals of Each Functional Cost Group to Products 


After determining how much money was expended to perform 
each distinct function of the business, it becomes necessary to de- 
termine what portion of each functional cost group total was ex- 
pended to distribute each product. For example, assume that the 
total cost of performing the transportation function in the sale of 
products X and Y was $25,000. Included in the functional cost 
group would be expenses such as a portion of the depreciation ex- 
pense (depreciation of autos and trucks), a portion of the gas and 
oil expense, a portion of the payroll expense, and a portion of the 
unemployment compensation expense. All of these partial expenses 
have been included under the heading transportation function on 
the expense distribution sheet. Thus, the respondent knows that 
it cost $25,000 to transport both products. He must now ascertain 
the amount expended for the transportation function in reference 
to product X alone for the commission has alleged price discrimina- 
tion only in the sale of product X. A basis of allocation is used.** 
This means that each function must be examined to determine the 
controlling factor, the characteristic of the function, or the factor 
of variability between the distribution of product X and product 
Y in reference to the function. What are the criteria used in choos- 
ing a basis of allocation? 


(1) The choice should be logical, i.e., the basis should either 
be the obvious numerical expression of fluctuations in the 
activity giving rise to the cost, or it should bear a demon- 
strable relationship to such fluctuations; 

(2) the basis should be selected on practical grounds to the 





“ LoncMAN & ScuirF 110. 

“The National Association of Cost Accountants notes synonyms for the word 
“allocation”: proration, apportionment, assignment. No uniformity in practice 
is noted. 
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extent that it should be measurable without undue ex- 
pense.*® 
Thus, in selecting a basis of allocation for products in relation 
to transportation, a logical basis might be the amount of truck 
space required for each product. If it is determined that an average 
of forty percent of the truck space was required for product X, 
$10,000 of the total of $25,000 should be allocated to product X. 


Another example would be the function of sales promotion. In- 
cluded in this function would be the cost of the display of the 
product, demonstrations (including salaries of demonstrators), and 
premiums. The total cost for the performance of this function is 
found to be $30,000. In selecting a basis of allocation, a factor of 
variability becomes evident: two promotional calls were made for 
product X for every one call made for product Y. Thus, product 
X is charged with two-thirds of the total cost, or $20,000. 


A further example is the warehousing function which includes 
all of the costs of storing and handling the goods. The expense 
distribution sheet discloses that the warehousing function for both 
products cost $15,000. A logical basis of allocation for this function 
would be the amount of space occupied by each product on a cubic 
foot basis; it is determined that product X occupied sixty percent 
of the space so that it must bear $9,000 of the total cost for the per- 
formance of the warehousing function. 


The same procedure would be followed in allocating the portion 
of each functional cost total between the two products. When this 
procedure has been completed, the cost study moves into the third 


stage. 


Allocate the Functional Cost Totals Applicable to Product X to 
Customer Groups 


After determining the amount of each functional cost total ap- 
plicable to product X, it is possible to allocate these derived totals 
to customer groups.*' Suppose the respondent classified customers 
on the basis of quantities purclhiased: 

A B Cc D 
1-100 101-500 501-1000 over 1000 


In the respondent's classification of customers on the basis of 





“ Hecxert & MINER 26. 


Sica the example, the assumption is made that there do not exist 
any manufacturing or production cost tials. 
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quantities purchased,** consider the price differential between a 
customer who purchases 500 units and another customer who pur- 
chases 501 units. There is probably no cost differential between 
the 500 unit customer and the 501 unit customer. However, be- 
cause it would be nearly impossible to allocate cost to each indi- 
vidual customer, instead of allocating to customer groups, the com- 
mission acquiesces in this procedure if it conforms to three prin- 
ciples: 

1. The discount classes must not be too large. 

2. The boundaries between the customer classes must be 
reasonably placed, i.e., where costs change most conspic- 
uously. 

3. No class should receive a discount which is excessive as com- 
pared with any other class.‘ 

In order to allocate the functional cost totals applicable to 
product X to the four customer groups, the same procedure is 
utilized as the allocation of total functional costs to products, ex- 
cept that the basis of allocation may change. For example, of the 
$25,000 total cost of the transportation function, product X was 
charged with $10,000. When allocating the costs of distribution to 
the two products, the basis of allocation was truck space since it 
was relevant to determine how much of the truck space each prod- 
uct occupied. When allocating to customer groups, however, truck 
space is irrelevant since it does not measure the benefit to the dif- 
ferent customer groups of the activity or function performed. A 
more appropriate basis of allocation to customer groups which is 
relevant to measure the benefit of the function to each classification 
is the “customer stop” basis. If customer group A required more 
“customer stops” per unit than did group B, group A should bear 
a greater portion of the total transportation functional cost for 
product X. 

Another example of a change in the basis of allocation is in ware- 
housing expense. The amount of space occupied by each product 
was relevant for the purposes of allocating costs between products, 
but there is no relation between the amount of space occupied by 
the two products and the benefit derived by each customer group 


“Taylor, supra note 43, at 118, discusses the problems of customer classifi- 
cation: 
“It will facilitate cost justification if the classification of customers for 
pricing p' is logical and reflects actual differences in market functions 
performed by the buyers, differences in the way the seller deals with them, 
or in the quantities they buy.” 
“See, Freer, Accounting Problems Under the Robi Pat Act, 65 J. 
AccounTANCY 480, 484 (1938). 
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from the performance of the warehousing function for product X 
alone. A new basis of allocation might be the number of invoices 
received for product X. The group of customers which was re- 
sponsible for the largest number of invoices would bear the largest 
portion of the cost of the warehousing function for product X. The 
other three customer groups would bear proportionate shares of 
the cost depending upon the number of invoices for which each 
group was responsible. 

When the costs of performing all of the functions of the business 
in relation to product X are allocated to the four customer groups, 
it is possible to compare the costs of selling product X to each 
group. The costs allocated to each group would be total costs; in 
order to calculate unit costs, simple division of the number of units 
sold to each group into the cost allocated to each group will result 
in the unit cost of product X to each group. A comparison of the 
cost differentials with the price differentials will indicate whether 
cost justification can be established. 


One technique which will facilitate the preparation of the cost 
study is sampling. For example, a time sample would establish a 
short period of time as representing a longer period; samples of 
customers, orders, and invoices may also be utilized.*° The type of 
sample usually employed will be the judgmental sample as con- 
trasted with the random (statistical) sample. The use of the former 
connotes a judgment on the part of the analyst making the sample 
whereas the latter is utilized absent judgment. The analyst must 
be prepared to show the representative character of the judgmental 
sample; where possible, the random sample should be used because 
of its obvious lack of bias.** 


There are many other problems connected with the preparation 
of a cost study; for example, where are the prices to be found which 





” TaccarT 540 discusses the basis of allocation in relation to personal services: 
“Time is the only really satisfactory basis [of] allocations. .. . This means 
in many cases that time studies must be made. Such studies need not be as 
burdensome as is sometimes supposed, however, because of possible reliance 
on angen erm samples. In many cases time studies may be avoided by 
utilizing substitute data. The activities of clerical workers, for example, 
can be measured in terms of numbers of orders or invoices or invoice lines 
or letters or whatever the appropriate work unit may be. The number of 
calls may be usable in the case of salesmen or sales promotional representa- 
tives, though if the compensation of such employees is to be allocated among 
customers on the basis of calls the analyst must be prepared to accept the 
burden of proof that the length of calls does not differ materially because 
of the size or other classification of customers.” 


"Id. at 541. 
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must be compared for the purposes of the cost defense?*? There 
are also problems connected with the use of volume discounts in 
the seller’s pricing methods which must be considered.** While it 
is not the lawyer’s job to solve these accounting problems, he should 
be cognizant of their existence. 


INTERPRETATION OF THE LAW 


Both the lawyer and the accountant can learn a great deal from 
the recorded cases which involve the cost justification defense. 
While no attempt will be made to explore the complex accounting 
issues in these cases, the following survey will attempt to pinpoint 
the crucial factors which. caused the cost justification defense to be 
successful or unsuccessful in each case. 


Successful Cases 


The only case in which the cost defense played a major role 
under the unamended Clayton Act occurred just before the passage 
of the Robinson-Patman bill. In FTC v. Goodyear Tire & Rubber 
Co.,°> the commission charged the respondent with violating section 
2 of the Clayton Act in discriminating between prices charged for 
tires between Sears, Roebuck & Company on the one hand, and 


service-station dealers on the other. Goodyear figures showed cost 
justification for some $53 millions out of gross price differences of 
$61 millions; the commission computed the figures as $64.6 millions 
of gross price difference, the justified portion of which was $50.7 
millions. The respondent never contended that its price differen- 
tials were fully cost-justified; it contended that under unamended 
section 2 of the Clayton Act, the discriminations complained of 
did not have to be reasonably related to cost differences. The re- 
spondent argued that section 2 permitted price differentials which 
were granted because of (1) differences in the grade, quality or 
quantity of the commodity sold, or (2) that made only due allow- 
ance for differences in cost. The commission countered this argu- 
ment by suggesting that while discriminations on account of quan- 





* Taylor, supra note 40, at 193, states: 
“The exact prices which are to be studied are not always apparent. They 
should take into account every allowance, discount, rebate, etc., by whatever 
name, affecting the financial consideration which passes from buyer to seller.” 
Id. at 194. 
“For an excellent discussion of the accounting problems in the cost justifica- 
tion field, see Taccart, Cost JUSTIFICATION (1959). 
* 304 US. 257 (1938), reversing 92 F.2d 677 (6th Cir. 1937), which set aside 
the commission's order, 22 F.T.C. 232 (1936). The original order was finally set 
aside in Goodyear Tire & Rubber Co. v. FTC, 101 F.2d 620 (6th Cir. 1939). 
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tity were permitted, such discriminations had to be reasonably 
related to and approximately no more than the difference in cost, 
and that a price discrimination was contrary to section 2 unless it 
represented and fairly approximated lower costs. In effect, the com- 
mission contended that the second exception was a qualification of 
the first. 

The second time the case reached the appellate court, the Sixth 
Circuit found for the respondent and set aside the commission’s 
order, saying: “[I]t seems to be clear that § 2 of the Clayton Act 
permits discrimination in price on account of quantity without 
relation to savings in cost, and that the distinguishing phraseology 
employed in the two exceptions must not be ignored.”5* The court 
relied heavily upon a statement found in the FTC’s Chain Store 
Report: 

. . . unless the price discrimination permitted ‘on account of 

uantity shall make ‘only due allowance’ therefore, § 2 of 
e Clayton Act may be readily evaded by making a small dif- 
ference in quantity the occasion for a large difference in price. 

If the section is to have any vitality it must either be inter- 

preted and enforced to that effect or it should be amended 

to that effect.®* 


Though it antedated the Robinson-Patman Act, the only serious 


attempt to use cost justification under the unamended Clayton 
Act was successful. 

The Robinson-Patman Act had been in force for little more than 
one year when the first successful defense under it was made. The 
respondent, Bird & Son, Inc.,°* sold floor coverings at a price dif- 
ferential of 20 percent to Montgomery Ward and Company. The 
respondent introduced evidence, “corroborated by an accountant 
for the Commission,”’®® that its selling costs to mail order houses 
was 18.6 percent as against a cost of selling direct to ordinary re- 
tailers at 47.1 percent. The cost differential was more than 28 per- 
cent while the price differential was less than 20 percent. 

Perhaps the commission’s standards in the Bird case were unduly 
generous® due to the fact that the source of the price discrimina- 





101 F.2d 620, 624 (6th Cir. 1939). 

"Id. at 623, citing FTC, Final Chain Store Rep., S. Doc. No. 4, 74th Cong., 
Ist Sess. bos 

25 F.T.C. 548 (1937). 

"Id. at 553. 

“Fortas, Affirmative Legal Defenses, in How To Compty WITH THE ANTI- 
Trust Laws 187, 193 (Van Cise & Dunn ed. 1954) [hereinafter cited Forras], 
states: 

“By present Commission standards, its cost study was ex ly simple. 
For example, allocation of salesmen’s salaries on the basis of the number 
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tion, direct selling to retailers, was discontinued by the respondent 

.more than a year and a half prior to the passage of the Act; the 
reasoning behind this decision was that the company wished to 
reduce distribution costs. It has also been suggested that during 
the early years of enforcement of the Act, the commission should 
be characterized as utilizing a “reasonable” approach which incul- 
cated a rather loose construction of cost accounting proof.*? The 
Bird case would sustain this characterization. 

In Kraft-Phenix Cheese Corp.,%* the respondent established, via 
oral testimony, that the cost of delivering small quantities of cheese 
was greater than the cost of delivering large quantities. The de- 
fense was successful because of a combination of factors: (1) no 
potential injury to competition; (2) cost differentials which were 
obviously greater than price differentials; (3) the good faith of 
the respondent. The commission was willing to make a “reasonable 
inference” in this case that the cost differentials were greater than 
price differentials because of the “practical impossibility” of mak- 
ing an accurate allocation of costs to each kind and amount of 
product which the same truck delivered. 

In Bissell Carpet Sweeper Co.,** the commission issued a com- 
plaint charging the respondent with violation of section 2(a). Four 
years after the complaint was issued the record was ordered closed. 
The order indicated that the respondent’s justification for its price 
differentials rested upon the difference in service costs allocable 
to the various classes of customers. It has been suggested that “if 
pre-complaint investigation had been more thorough, no com- 
plaint would have ensued since the dismissal was without hearing. 

"64 

The Minneapolis-Honeywell Regulator Company allegedly dis- 
criminated in prices charged for its automatic oil burner controls 
in sales to oil burner manufacturers. One of the interesting aspects 
of this case is often overlooked: the respondent had engaged in the 
practice of entering into annual contracts with its customers at the 
beginning of a year based upon past experience and the optimistic 
expectations of the customers. In some instances the customer was 
unable to take the amount for which it contracted; this did not 





of calls they made was ea om without question. Now unless there is 
Sane that a average ut the same time, such an allocation would 
not be accepted.” 

“ Sylvania Elec. Prod., Inc., 51 F.T.C. 282, 288 (1954) (concurring opinion). 

@25 F.T.C. 537 (1937). =~ , 

= 40 F.T.C, 738 (1945). 

“ Taccart 461. 
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affect the discount which the customer would have received. There 
was no increase in the contract price which meant that sales to such 
a customer were at “off-scale” prices. On the other hand, if a 
customer purchased a greater quantity than the amount stated in 
the original contract, he was not relegated to a discount bracket 
based on the original quantity but was given a lower price “in full 
by means of retroactive discounts or otherwise.”** The respondent 
explained this practice 


. . as a business necessity, stating that it is impossible to 
determine at the beginning of the year the unusual factors 
which may adversely affect the quantity of a customer’s pur- 
chases, and that it would be prohibitively difficult to require 
a customer during the year to adjust the price upward. 


To this explanation the commission answered: 


From a practical standpoint this is no doubt a valid and suf- 
ficient reason to respondent. But the respondent has volun- 
tarily chosen its method of selling and pricing. If that method, 
as it does here, involves practical difficulties which make it 
hard to comply with the requirements of the law, such diffi- 
culties constitute a calculated risk. It is respondent's responsi- 
bility, in spite of these practical difficulties, to comply with 
the law. (Emphasis added.) 


After recasting the cost study because of the objections of com- 
mission accountants in relation to the respondent’s classification 
of customers,®* the respondent managed to justify four out of seven 
discount brackets. As evidence of its good faith the respondent 
introduced a statement which indicated that it had prepared a 
cost study for the year 1937 and submitted it to an FTC investiga- 
tor. While this study was not relied upon as justification for the 
price differentials in question, the commission was apparently im- 
pressed with this expression of good faith on the part of the re- 
spondent, stating: “Where they are made in good faith and in 
accordance with sound accounting principles, they should be given 


very great weight.’’®® 
—— polis-Honeywell Regulator Co., 44 F-T.C. 351, 395 (1948). 
Ibid. 

* Ibid. 

® Thus, the basis for quantity discounts in the study, as recast, was actual 
quantity, not fictional or unattained quantity. 

44 F.T.C. 351, 394. This language has been criticized by the REPorT OF THE 
ATTORNEY GENERAL’s NATIONAL CoMM. To STUDY THE ANTITRUST Laws 172 (1955): 
“[N]o standards for testing the requisite ‘good faith’ or “sound accounting 
ere have as yet been promulgated. ...” Whether this criticism is justi- 

in the light of the “Taggart vo we — upon the effectiveness of that 
report. The “Taggart Report” is the popular name of FTC, Apvisory Comm. 
on Cost JUSTIFICATION Rep. (1955) [hereinafter cited Taccart Rep.]; Professor 
Herbert F. Taggart was chairman of the Advisory Committee. 
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Another portion of Commissioner Ayre’s statement equally 
_ important: 

Respondent’s burden under the Act is very great and it should 
have a liberal measure of consideration when it becomes a 


parent that it has made sincere and extensive efforts to dis- 
charge that burden.”° 


This language tends to rebut criticism that the commission is 
unaware of the difficulties surrounding the preparation and pres- 
entation of cost material, and that it requires “proof-to-the-last- 
penny.””* 

The respondent's cost justification defense was more than par- 
tially successful;*? it was completely successful since cost differences 
which would have been adequate to justify price differentials in 
the three unjustified price brackets did not exist."* There is no 
magic in cost justification; the sine qua non for the successful 
utilization of the defense is that cost differentials exist which are 
greater than or equal to price differences. The fact that such cost 
differences do not exist does not detract from the defense as a 
vindicating device. 

In 1943, the commission issued a complaint against the U.S. 
Rubber Co., charging it with discrimination in the prices charged 
for its rubber and canvas footwear, some of which was sold under 
the advertised brand name of the company while the remainder 
was sold as private brand merchandise. Apparently, cost analysis 
work began as soon as the complaint had been issued and continued 
for almost six years. “Exhaustive cost studies of [the] respondent's 
operations were conducted”*> which “did subsequently vindicate 
private brand differentials.” 

While some goods were sold and shipped from the factory, most 
were merely shipped from the factory and sold by branch stores 





” 44 F.T.C. 351, 394. 
™ Forras 193. 
® Rowe, Price Differentials and Product Differentiation: The Issues Under the 
Robinson-Patman Act, 66 YALE L.J. 1, 23 n.101 (1956) [hereinafter cited Rowe]. 
™“The absence of adequate cost differences in certain brackets was doubtless 
distressing to the respondent, but no reflection is thereby cast on the cost defense 
as a technique or as a provision of the law.” Taccart 544. 
™ 46 F.T.C. 998 (1950). 
* Id. at 1011. 
* Rowe 11. Forras 194 states: 
“Although it took four cost studies to do so, United States Rubber . . . was 
. . . able to satisfy the Commission that most of its price differences .. . 
were justified. ese included differences in price based upon quantity 
and upon aggregated volume of purchases by the buyer. They also included 
lower prices on private brands sold direct from the factory than on the 
company’s own brands sold through its branch sales agencies.” 
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located in eighteen principal cities. It became necessary to con- 
struct a cost analysis for the costs of selling and handling through 
branch stores. It was unnecessary to study each branch store; a 
sampling technique was utilized. At first, respondent chose only 
its Pittsburgh branch as representative of all branch stores; after 
consultation with the commission staff, however, the sample was 
deemed inadequate and three stores were studied. 

This case is famous for a number of reasons but two aspects are 
best remembered. The respondent’s study marked the first attempt 
to utilize manufacturing or production cost differentials in a Rob- 
inson-Patman cost justification. Another “first” which will probably 
never be repeated in subsequent cases was the supererogating in- 
volvement of the FTC staff in the preparation of the respondent's 
cost study which almost amounted to “direct supervision.”** While 
the commission staff can and should be consulted by all respondents 
in relation to their cost studies, the staff is not large enough to 
lend itself to respondent’s aid to the extent seen in the instant 
proceeding. 

The commission found that certain price differentials were 
completely justified and while other price differentials in the 
amounts of 0.0064, 0.0047 and 0.0092 per dollar of gross sales were 
unjustified, these were considered by the commission to be de 
minimi. The de minimis rule exonerates a challenged price dif- 
ferential if the cost figures presented in defense of it fall short by 
an insignificant amount."® 

What was the attitude assumed by the commission staff in nego- 
tiations with respondent’s counsel? 


I felt that the F.T.C. personnel adopted a practical and sen- 
sible attitude and that there was no unnecessary difficulty about 
agreeing on the approach to and the methods of handling 
the problem.”® 


In 1954, two simultaneously successful utilizations of the cost 
defense arose. In B. F. Goodrich," the respondent was charged 
with discriminating in prices charged for its rubber and canvas foot- 
wear. The cost study for the respondent took six full time men 
about six months to prepare; the effort was well spent. The case 
culminated in a stipulation which stated that all quantity discount 





™ TaccarT 284. 

™ See Taccart Rep. 174, where the report recommends a liberal ene 
of the “due allowance” phrase as enacting a reasonable de minimis 

™ Letter From Paul H. Arthur of Arthur, Dry & Dole, New York, sonal for 
U.S. Rubber Co., to author, Nov. 14, 1958. 
™: 50 F.T.C, 622 (1954). 
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brackets were cost justified with the exception of one bracket of 
waterproof footwear made by respondent during the year under 
study, 1949. As to this one discount bracket which was unjustified, 
the commission applied the de minimis rule since the bracket af- 
fected an insignificant portion of respondent’s business from which 
no possible injury to competition could result. This is an interest- 
ing application of the de minimis rule. In U.S. Rubber, the rule 
was applied by relating the unjustified portion of the price dif- 
ferential to the price of the product and not to the amount of the 
differential.*° In the instant case, however, the rule was applied 
because the unjustified differential affected only one-half of one 
percent of the total sales of waterproof footwear for the year 1949. 
This is evidence of the diffuse nature of the de minimis principle. 
For the first time in a price discrimination proceeding a cost study 
was received into evidence, treated on a confidential basis, and was 
excluded from the public record. This was done at the request of 
the respondent so that its cost structure could not be viewed by 
its competitors.** 

In Sylvania Elec. Prod., Inc.,* the respondent’s appeal from the 
hearing examiner’s initial decision went unopposed by the com- 
mission because it felt that the public interest did not require an 
order in this proceeding. The respondent was charged with dis- 
criminating in the prices charged for about 600 renewal types of 
radio tubes in sales to the “favored” buyer, Philco Corporation, on 
the one hand, and to some 380 distributors on the other. While a 
controversy took place over whether net prices or gross prices 
should have been compared,** the principal question decided on 
appeal related to whether it was proper for the respondent to 





® The latter relation is recommended by Taccart Rep. 5. 

"Two members of the FTC’s Advisory Comm. on Cost Justification have 
lamented this practice even though agreeing that the basis for it is sound. 
Taylor, supra note 43, at 123; Taccart 530. 

51 F. C. 282 (1954). 

"In 1948, ‘the pose greene of Sylvania earned a cash discount on 77% of the 
dollar volume of goods from the respondent; on the remaining 23%, 
they chose the aes and were not given the 2% discount. The 
prices charged the “favored” buyer , Philco, were net of cash discount on 100% 
of its eee since it always paid its bills on time. The cost study submitted 

pared prices net of cash discount between Philco and the dis- 
tributors, the 23% of the dollar volume of _ which the 
distributors did not get the cash discount. The respon a. this 
position by contending that the cath discount was uniform and ava ble to all; 
the price of the tubes were the same, of cash discount. The additional 
t on the 23%, of goods by distributors was not part of the tube 
[iscnieaiecinesses ancctiaes-snieaee. tite ommcieeme antriedttien ann 
ylvania. The hearing examiner argument and held that gross 
shemales ead Gites assed. tooe te been compared. The issue was bypassed 
on appeal via application of the de minimis rule. 
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compare the aggregate price difference on the entire complement 
of tubes with the aggregate cost difference, or whether the price 
difference on each individual type of tube had to be cost justified, 
a virtually impossible task.* 

The extent of trouble and expense in establishing a successful 
cost defense in the Sylvania case was stated as follows: 


Over a period of seven months more than 3000 man hours 

under the supervision of corporate officers as well as inde- 

pendent CPA’s were devoted to the preparation of Sylvania’s 
cost study.** 

In a recent successiul use of cost justification, Hamburg Brothers, 
Inc.,* the commission alleged that the respondent had discrimi- 
nated in prices charged for television receivers. In September 1957, 
an initial decision was issued by the trial examiner recommending 
dismissal of the complaint since the cost data submitted by the re- 
spondent as prepared by an outside accounting firm had been re- 
viewed by the commission accountants who found that the chal- 
lenged pricing practices of the respondent were justified in all 
significant respects. This ruling was vacated by the commission and 
remanded to the examiner because the cost material had not been 
made part of the official record and the commission was therefore 
unable to determine the propriety of the dismissal. The hearing 
examiner indicated that the cost material had been admitted into 
the record on a confidential basis. The cost material was sufficient 
to prove that the price differences, except for a small number of 
receivers, were justified on the basis of cost of sale or on the basis 
of distress merchandise. The great majority of the company’s price 
differentials were legally justified and the remaining few did not 
endanger competition between Hamburg’s customers. Thus, the 
de minimis rule was again invoked. 

Prior to the filing of the complaint the respondent had analyzed 
distribution costs but, 








“Schniderman, Cost Justification Under the Robi Pat Act—The FTC 
Advisory Committee’s Report, 25 U. Cinc. L. Rev. 389, 401-02 (1956), stated: 
“... the only difference of any economic importance was the weighted 
average price di ce of all types. This was because the tube type required 
for replacement was not subject to consumer choice. The types were not 
iaterchangeshie, and the kind uired depended upon the type of the 
worn-out tube in the radio socket. With no consumer choice as among tube 
and with the trade buying the entire line of replacement tubes to 

meet this inelastic demand, it was clear that competitive injury could, as a 
practical matter, result only from the weighted average price differential 
on the of the entire line.” 


Rowe 22. 
“FTC Dkt. 6721, Trape Rec. Rep. q 27,023 (1958). 
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This analysis was not directed toward compliance with the 
Robinson-Patman Act although we were able on the basis of 
our informal figures to be confident that our two-price struc- 
ture (under which purchasers who bought more than $25,000 
volume of television sets from us in one year and who conse- 
7 obtained a better price than those buyers who pur- 
chased less than this volume) was amply justified.** 


The attitude of the commission on the cost justification question 
was stated as follows: 


Our counsel advises us that the attitude . . . was a rather nar- 
row one. The Commission accountants were in fact complete- 
ly amazed at the volume of cost information we were able to 
supply them. Nevertheless, on at least three specific occasions 
we were required to back up this information with a volume 
of specific invoices, sales literature and announcements, instruc- 
tions to salesmen, and to make further breakdowns concern- 
ing basic cost data and basic price data.** 


In fairness to the commission, we must say that trial counsel 
did not oppose the dismissal recommendation after the Ac- 
counting Bureau made its report in our favor and a surprising 
amount of common sense was used in reviewing our pricing 
data particularly in the area involving sales of color television 
receivers where the pricing structure was somewhat irregular 
due to the difficulties inherent in moving the product during 
the period involved in the investigation.® 


The cost of the preparation and presentation of respondent's 
study including counsel fees, accounting fees, and travel expenses, 
was $18,000, “but this amount would be doubled if we were to 
consider the number of hours of clerical and executive time de- 
voted to preparing the defense. . . .” 


The Unsuccessful Cases 


An analysis of the failures in the cost justification area should 
serve as a check list to future respondents. It is hoped that they 
will avoid paying excessive fees for private lessons on cost justifica- 
tion and, instead, will profit by the fundamental mistakes of 
former students. 

The Standard Brands, Inc.® opus illustrates a superstructure of 








™ Letter From Lester A. Hamburg to author, Dec. 8, 1958. 

™ There would seem to be no point in the commission staff harassing respon- 
dent, in all deference to the ndent, it would seem that the commission, 
while “amazed” at the mye | material submitted, was apparently not suffi- 
ciently impressed with the quality of the same material. 

” Supra note 87. 

* Ibid. 

"29 F.T.C. 121 (1939). 
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cost analysis built upon a foundation of sand. The commission 
alleged discrimination in prices charged for baker’s yeast based 
upon respondent's price schedule.*? After ascertaining the total 
costs of sale and delivery, these distribution costs were allocated 
to products by using certain predetermined percentages. This allo- 
cation constituted the very foundation of the study, and it was 
here that the study was defective. The commission refused to ac- 
cept the accuracy of these predetermined percentages, even though 
they were based upon past experiences in management decision- 
making and though they were made in good faith. The rejection 
was not based on factual cost analysis, but rather on the opinion 
and judgment of the managers of the business. Moreover, the com- 
mission indicated that the factual cost analysis which the respondent 
had made cast considerable doubt on the predetermined percent- 
ages. While there were other commission objections to respondent’s 
study,®* if the major objection did not exist, it is quite probable 
that respondent would have succeeded in its use of cost justification. 

In another case,®* respondent was charged with discrimination 
in prices charged for chicory. The cost study submitted utilized 
some rather unusual bases of allocation which were unacceptable,®* 
but two major defects are outstanding in retrospect: (1) the at- 





- Standard Brands Price Schedule 
Discount equivalent 
Monthly quantity brackets Price Scale off base price of 

(pounds 25c per Ib. 
to 149 — 
150 to 299 8 
300 to 499 12 
500 to 999 16 
1,000 to 1,499 20 
1,500 to 2,999 24 
3,000 to 4,999 28 
5,000 to 7,499 32 
7,500 to 9,999 36 
10,000 to 49,999 42 
50,000 and u 44 





* The commission also objected to certain bases of allocation in the respon- 
dent’s study. For example, the study used the number of calls made on cus- 
tomers in each quantity discount bracket to allocate solicitation costs. The 
commission indicated that it was logical to presume that all calls were not of 
equal duration and further, calls by solicitors on larger customers were likely 
to use up more time than calls on smaller customers. The commission also 
pe a to the use of Price Schedule “A” to represent national prices, since 

price schedules were used in other parts of the country. Thus, the com- 
mission said, costs emanating from areas not covered by ule “A” were used 
to justify the prices in ule “A.” 
on B. Muller Co., 33 F.T.C. 24 (1941). = 
anufacturing costs, t for materials, were allocai roducts 
on the basis of pounds matron 4 Administrative and selling po gre | rm ted 
on the basis of pounds sold. 
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tempt to cost-justify contract rebates was based upon opinions or 
‘estimates of respondent’s witness; and (2) there was a complete 
disregard for differences in cost between standard and premium 
grade chicory, even though respondent's president had testified that 
the premium grade did cost more. 

The Champion Spark Plug Co. attempted to cost-justify price 
differentials which existed between two favored buyers, Atlas Sup- 
ply Company (Atlas) and Socony-Vacuum Oil Company (Socony), 
and all other distributors of replacement plugs, excluding the re- 
placement plugs sold to automobile manufacturers. Respondent 
attempted to allocate its total cost of selling for 1946 between Atlas 
and Socony on the one hand, and 485 distributors on the other, 
and thereafter to compute an average cost of selling an individual 
spark plug to the customers in each group. The basis of this allo- 
cation was an estimate by respondent’s president who suggested 
that respondent expended ten times as much sales effort on sales to 
regular distributors as it expended on sales to Atlas and Socony. 
To be on the safe side, however, a ratio of five to one was used. 

There were two major defects in respondent’s attempt to estab- 
lish cost justification: (1) the abuse of customer classification, and 
(2) the reliance on unsupported estimates by respondent's presi- 
dent. As to the first, the study failed to consider that the grouping 
of customers will not be accepted if it can be shown that all of 
the selling expenses were not applicable on a proportionately equal 
basis to all of the customers. In the group of 485 distributors evi- 
dence was introduced to show that one of the customers, Cities 
Service Oil Company, was the recipient of less sales effort than the 
other members of the group. In fact, Cities Service probably re- 
quired fewer dollars of sales cost than either Atlas or Socony. This 
type of evidence led the commission to conclude that: 


A cost justification based on the difference between an esti- 
mated average cost of selling to one or two large customers 
and an average cost of selling to all other customers cannot 
be accepted as a defense to a charge of price discrimination." 


As to the second defect the commission concluded: 


The fact that estimates are used in an attempted cost justifica- 
tion does not of itself make such cost justification wholly void 
of probative value. However, there should be more of a record 
basis for estimates used than there was for the estimates used 
by the respondent in its cost justification.** 

“50 F.T.C. 30 (1953). 


* Id. at 43. 
* Ibid. 
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One of the lessons to be learned from this case is that whenever 
“the only substantial discount bracket includes but a few customers 
. .. the Commission is apt to be dubious of the method of classifi- 
cation.””®® 

In the International Sait Co. proceeding,’ respondent’s cost 
study manifested two glaring defects: (1) the unwarranted assump- 
tion that the sales cost was identical for all orders, and (2) an 
abuse of customer classification by combining all customers except 
the Great Atlantic & Pacific Tea Company in one group and then 
comparing the costs of serving all of these customers with the costs 
of selling to A & P. When grouping customers, the cost analyst 
should ascertain that the customers in one classification should be 
enough alike so that the averaging of the costs of serving them is 
sound.*° 

The cost defense in Morton Salt Co., “is a splendid example of 
mere office calculations.”?°* The commission found that respondent 
had not established cost justification; the four reasons given were: 
(1) The cost study was based largely on the cost per invoice and no 
evidence was introduced to substantiate the assumption that it 
costs the same amount to prepare each invoice. In other words, 
there was no substantiation that the invoices issued to each of the 
customer groups was enough alike so that it was reasonable to 
apply an average cost of invoicing to them. (2) Respondent chose 
its Port Huron plant as being representative of all costs in all 
plants. No evidence was introduced to support the contention that 
the numerical relationship between the number of orders received 
and the number of invoices issued at Port Huron were typical of 
all plants. Moreover, there was nothing to indicate that the month 
of August 1940, was typical of the twelve-month period which 
August was supposed to represent. (3) In part, the study was based 
on estimates that fifty percent of the Port Huron office manager’s 
time was devoted to processing orders and that a certain proportion 
of office space was devoted to invoicing. (4) Three witnesses offered 
testimony; the only accounting witness among the three did not 
testify as to the soundness of the cost study. Counsel for respondent 
contended that it was immaterial whether or not the three witnesses 





” Fortas 196. 

™ 49 F.T.C. 138 (1952). 

™ In the instant case the commission objected to the ndent’s assumption 
that the cost of each call per ssleaman was of equal durathin as the t 
had contended. The Bird case, supra note 58, permitted such an assumption. 

™ Morton Salt Co., 39 F.T.C. 35 ae 

™ Warmack, Cost Accounting blems Under the Robinson-Patman Act, 
CCH Rosinson-PaTMAN Symposium 105, 110 (1947). 
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were accountants since their combined experience in the salt bus- 
iness totaled sixty years. This qualification is meaningless as the 
only estimates which will be acceptable are those based upon 
factual cost analysis. The same is true of opinions of personnel 
associated with the business for many years, because unless a distri- 
bution cost study has taken place, the estimates and opinions are 
irrelevant for Robinson-Patman purposes. 

The appellate court reversed the commission’s order’ but was 
itself reversed by the Supreme Court which answered the respon- 
dent’s contention that “there is an obvious saving to a seller who 
delivers goods in carload lots’ by stating: 


Since Congress has not seen fit to give carload discounts any 
favored classification we cannot do so. Such discounts, like 
all others, can be justified by a seller who proves that the full 
amount of the discount is based on his actual savings in cost. 
The trouble with this phase of respondent’s case is that it has 
thus far failed to make such proof. (Emphasis added.)'* 
The amount of assistance afforded the respondent by the commis- 
sion in the preparation of its cost defense is summarized by re- 
spondent’s counsel: 


We have had a rather extensive Federal Trade Commission 

sae in our office for years, and to my knowledge the Federal 

rade Commission has never helped any respondent prepare 

its defense. The case in question was certainly no exception.’ 
The Standard Oil Company of Indiana**® attempted to justify 
its price differextials in gasoline sales in the city and surrounding 
area of Detroit by using three separate cost defenses: (1) The first 
cost study grouped all customers except one “favored” customer 
(Ned’s) and compared the costs of serving them with the costs of 
serving Ned’s. This failed to consider that the customers who were 
grouped together were not “enough alike” to be classified together 
so that their costs could be averaged; also, unsupported estimates 
were used. Moreover, institutional advertising expense was allo- 
cated to all customer’s except Ned’s and Ned’s received as much 
benefit as the others from this type of “consumer acceptance” ad- 
vertising. (2) The respondent attempted to justify a second price 





™ Morton Salt Co. v. FTC, 162 F.2d 949 (7th Cir. 1947) (2-1 decision, Judge 
Minton dissenting). 

wnat v. Morton Salt Co., 334 U.S. 37, 48 (1948). 

“Letter From Lloyd M. McBride of McBride, Baker, Wienke & Schlosser, 
Chicago, counsei for Morton Salt Co. to author, Jan. 7, 1959. 

** Standard Oil Co. of Ind., 41 F.T.C. 263 (1945). 
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differential by presenting an analysis of costs in its Kansas-Okla- 
homa field. This was rejected when it was shown that dissimilar 
conditions existed between the Kansas-Oklahoma field and the 
Detroit field. (3) Analysis of the costs in the Detroit field was un- 
acceptable for two reasons: (a) the study was not limited to the 
city of Detroit but included rural areas and costs in the rural areas 
were different from costs in the city; (b) no cost analysis had ever 
been made for the Detroit field and the accuracy of the cost separa- 
tions was doubtful since the separations were based on regular ac- 
counting statements for the Detroit field. The respondent had 
merely developed the costs of serving four customers, assigned those 
costs to the four, then assigned the rest of the costs to the remaining 
customers. The costs developed for serving the four “favored” 
customers were based on regular accounting statements, the accur- 
acy of which had not been established. 

The attempt to use cost justification by the Curtiss Candy Co.’ 
failed because a basis of allocation was used which amounted “to 
nothing more than an estimation on the part of respondent’s ac- 
countant,”#° heterogeneous types of customers were grouped to- 
gether, and prices computed for the four customers classifications 
in respondent’s study were fictitious since they did not account for 
variations in prices received by members of the four groups. 

In C. E. Niehoff & Co.,™ respondent's study utilized an “average 
order size” which did not account for the fact that cumulative 
quantity discounts were granted, i.e., discounts on the basis of the 
total orders over a period of time and in some cases the total quan- 
tity ordered did not reflect the fact that such quantity was composed 
of a number of small, high-cost orders. Respondent also used a 
sample number of orders which was not representative (17 out of 
more than 10,000). In addition, respondent's president and sales 
manager gave unsupported testimony (subsequently refuted) that 
respondent's salesmen made the same number of calls per year on 
each customer regardless of size. 

In Thompson Products, Inc.,“* respondent sought to cost-justify 
price differentials between original equipment manufacturers 
(OEMs) and its own distributors in the sale of automobile replace- 
ment parts. The first element of the study disallowed by the hear- 
ing examiner was a claimed allowance by respondent of a right to 
average the costs of serving all OEMs, because: 





WH FTC. 237 (1947). 

™ Td. at 267. 

™ 51 F.T.C. 1114 (1955). 

™ FTC Dkt. 5872, ee Rec. Rep. 27,144 (1958). 


—s 
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In the present case we have many different and not a single 
area of competition to consider. The Thompson wholesalers 
must compete, for example, with the Thompson manufactured 
General Motors part against General Motors and the General 
Motors franchised new-car dealers, not against the Ford or 
Chrysler organization with regard to these particular replace- 
ment . Similarly, on the Ford and sler Thompson 
manufactured parts it would be competition by the Thompson 
wholesalers specifically directed towards these two organizations 
and not General Motors in such respect.? 


In addition to this defect, respondent attempted to use “return 
on investment” or “cost of money” as a cost in the summation of 
cost savings. The commission refused to consider this as a cost 
under the terms of the proviso; moreover, even if it could be con- 
sidered a cosi, respondent’s method of computing the amount in 
this case was fallacious. 

The Thompson study was partially successful in relation to the 
company’s nonretroactive bonus plan. This plan provided for 
various percentages of a distributor’s annual dollar purchases to be 
rebated. The successful cost justification of the purchase bonus 
plan was probably due to the fact that detailed consultations had 
taken place between accountants for respondent and a commission 
accountant who testified that there was no failure of cost justifica- 
tion even though the studies made in relation to the plan did not 
show a complete arithmetical justification for the price differen- 
tials. Thus, the criticism that the cost defense requires mathemat- 
ical exactitude is refuted once again.** 

The H. C. Brill Company® had given a cumulative quantity 
discount on the purchase of an ice cream preparation to A & P. 





™ Answering Brief of Appellee, p. 43, Thompson Products, Inc., FTC Dkt. 
5872, Trave Rec. Rep. ¥ 2 Al (1959). 

The following example indicates the difficulties involved in allowing the 
res; t to average the costs of serving the OEMs: 


istributors (paying the same price) OEMs 
Group X (100 distri me competes with A-under-justified 
Group Y (100 distributors competes with B-over-justified 
Group Z (100 distributors) competes with C-over-justified 


As to OEMs, A is under-justified (falling short of cost justification) by $20,000; 
B and C are over-justified to the extent of $10,000 each. As between Y and B, 
cost justification could be established; the same is true as between Z and C. 
Absent the averaging of the costs of serving all three OEMs, the cost justification 
defense would not be available as between X and A. When the costs of serving 
the three OEMs is averaged, however, the under-justification of A ($20,000) is 
offset by the over-justifications of B and C (10,000 each = $20,000) and all three 
OEMs are cost-justified. Yet, discrimination definitely exists between the dis- 
tributors in = X who are competing with OEM, A. 
™ FTC Dkt. 5872, Trape Rec. Rep. ¢ 27,841 (1959). 


"8 H.C. Brill Co., 26 F.T.C. 666 (1988). 
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Even though a large annual quantity of the preparation was sold 
to A & P, the warehouses of A & P were treated as individual cus- 
tomers by respondent and the orders placed by the “favored” cus- 
tomer, A & P, were no larger and usually even smaller than those 
placed by other customers. 


This Brill dictum has sometimes been quoted as a basis for 
the assertion that cumulative quantity discounts can never be 
cost-justified. Instead, it merely asserts at considerable length 
the obvious conclusion that nothing can be proved in a court 
of law without evidence.1* 


The Fruitvale Canning proceeding is an illustration of how the 
cost justification defense is often thrown in as “a desperate and 
belated effort to beat the rap.”117 Respondent used all three affirma- 
tive defenses stated in the language of the Act but was totally un- 
successful. As to the cost defense the commission said: 


. .. there is nothing in the record to support it. On the con- 

trary, the record discloses numerous instances where non- 

favored buyers paid a higher price — purchasing a 

larger quantity at one time of the same grade and oe of 

agen = than favored direct buyers. We find this defense to 
without merit.'® 


Private Treble Damage Actions 


There have been three major uses of the cost justification de- 
fense in private treble damage actions.“* The American Can 
Cases*®° saw the defendant lose in both district courts, but subse- 
quently win in one appellate court even though after winning, 
defendant paid plaintiff $150,000.72, American Can had studied its 





“6 TaccarT 459. 
™ Address by Professor John C. Stedman, Wis. Bar Ass’n, Corp. & Business 
Law Section, June 12, 1958. 
™ FTC Dkt. 5989, Trane Rec. Rep. ¢ 26,069 (1956). 
™® Section 4 of the Clayton Act reads as follows: 
“Any person who shall be injured in his business or pro by reason of 
anything forbidden in the anti-trust laws may sue th r in any district 
court of the United States in the district in which the defendant resides or 
is found or has an agent, without respect to the amount in controversy, 
and shall recover threefold the damages by him sustained, and the cost of 
ry eae eneins a reasonable attorney’s fee.” 38 Stat. 730 (1914), 15 U.S.C. 
5 ( . 
™ Bruce’s ices, Inc. v. American Can Co., 187 F.2d 919 _ Cir. 1951), 
affirming 87 F. Supp. 985 (S.D.Fla. 1949); petition for rehearing denied, 190 F.2d 
73 i Cir. 1951). At this time, appellee's counsel were awarded an additional 
$5,000. American Can Co. v. Russellville Canning Co., 191 F.2d 38 (8th Cir. 
1951), reversing 87 F. Supp. 484 (W.D.Ark. 1949). 
™ See, remarks of Mr. William J. Warmack, Hearings Before the House Select 
Committee on Small Business, 84th Cong., Ist Sess., Part II, at 899 (1955); see 
also, 2 Wurtney, ANTITRUST PoLictes 215 (1958). 
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cost and voluntarily submitted results of its study to a New York 
representative of the commission. It has been suggested that the 
commission was pleased with the results to the extent that it ac- 
quiesced in defendant's pricing plan.'** The New York representa- 
tive, however, indicates that at the time American Can submitted 
its monthly and cumulative results of the study to the New York 
office of the FTC, “They were advised . . . that the method of cost 
allocation did not appear to be one which would accurately relate 
cost to differences in methods and quantities of purchase.”!?* The 
basic difficulty in the pricing plan of the defendant related to the 
three discount groups in which the customers fell depending upon 
the quantities purchased. 
American Can’s Pricing Plan 


























Customer Group Annual Volumes Discounts 
Class A $7,000,000 and over ................. 5% 
CR iit ies 5,000,000 to 6,999,999 4% 
Class B 3,000,000 to 4,999,999 2... 3% 
Class B 1,000,000 to 2,999,999 2%, 
Class B 500,000 to 999,999 1% 
Giee Gs: up to 499,999 none 





Between the years 1936 and 1942, the Class A discount was grant- 
ed to only two customers per year, the Class B discounts were grant- 
ed to customers ranging in number from 19 to 36. Customers rang- 
ing in number from 2189 to 2960 during that span of years fell into 
the Class C group. In the year 1937, for example, of the 2,600 cus- 
tomers falling into Class C, about half of them purchased in vol- 
umes of about $5,000 per year; but, when a number of large cus- 
tomers were included in that group, the average annual sales 
climbed to about $13,000 per year. Sales to one of the plaintiff's 
ranged to volumes more than ten times greater than the average 
and more than twenty-five times greater than sales to half of the 
Class C customers. As for the other plaintiff, sales ranged to volumes 
more than twenty times greater than the average and more than 
fifty times greater than sales to half of the Class C customers. Thus, 
the classification of customers is characterized as manifesting the 
vice of “broad averaging’”’** and this defect proved fatal to the 
defendant in two district courts and one appellate court. 





= Taccart, The American Can Cases, in Price PRACTICES AND PRICE POLICIES 
294, 295 (Backman ed. 195: 

"Letter From Albert G. Seidman, Attorney-in-charge, New York office of the 
FTC, to author, Jan. 16, 1959. 

** Warmack, Reasons Shown Why Price Justification Failed in Can Cases, 
Trabe Practice Butt. (March, 1956). 
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In Reid v. Harper & Bros.,'*5 plaintiff was a book seller who con- 
tended that defendant-publisher had violated section 2(a) by charg- 
ing plaintiff higher prices than his competitors. According to de- 
fendant the price differential which had to be cost-justified amount- 
ed to $3,211. An accountant for defendant testified that a detailed 
comparison of costs of serving plaintiff and three large jobbers in- 
dicated a cost saving in dealing with the jobbers amounting to 
$1,430. The defendant further contended that intangible cost sav- 
ings were attributable to the purchasing patterns of the three large 
jobbers, and from the elimination of certain collection expenses 
incurred in dealing with plaintiff. Defendant was also able to 
show economies in production costs as well as the fact that plaintiff 
was, on occasion, dilatory in paying his bills. 

Plaintiff contended that it was error for the trial court to permit 
the jury to consider intangible cost savings which defendant claimed 
were incident to the collection of bills. Citing Automatic Canteen 
Co. v. FTC,}** the court indicated that while price differentials 
should be justified by concrete and specific evidence of cost differ- 
ences and not by conjectural accounting estimates alone, it was 
not error to permit the jury to consider this evidence. The plaintiff 
also objected to defendant’s accounting procedure in preparing 
the cost material since the procedure was based upon general salary 
rates published by the Commerce and Industry Association of New 
York in the absence of cost records for the period in question. To 
this objection the court replied: 


Although such an accounting method obviously lacks the full 
measure of desired precision, it Bi gare to have been under- 
taken in good faith and to accord with the minimal require- 
ments of sound accounting principles. Indeed, under the cir- 
cumstances, it appears to have been the best available pro- 
cedure.1?7 
Another contention of the plaintiff was directed at the trial 
court’s refusal to charge that defendant’s cost study improperly 
calculated comparative costs for the plaintiff and the defendant's 
three jobbers by averaging total shipments on a cumulative basis 
for an entire year. According to the plaintiff this approach used 
savings on large orders with the three jobbers to vindicate discrim- 
inations in their favor on transactions involving smaller quantities 
which were equal to the quantities purchased by the plaintiff. 





% 235 F.2d 420 (2d Cir. 1956). 
* $46 U.S. 61, 68 (1953). 
™ 985 F. 2d at 422. 





262 WISCONSIN LAW REVIEW [Vol. 1960 
Citing the Sylvania case,!** the court answered this contention: 


To require a seller in these circumstances to justify the cost 
differential in each and every transaction with his buyers, 
rather than on the aggregate basis of their dealings, would 
prove unduly onerous. The impact of such a requirement 
might be to disco all price differentials, even those actual- 
ly justified by cost distinctions.'** 


CONCLUSION 


The cost justification defense has been successfully utilized in 
Federal Trade Commission proceedings on nine occasions. In pri- 
vate treble damage actions the defense has been more successful 
than not. It would seem that two labels attached to the defense, 
“illusory” and “impossible,” are rebutted. Moreover, in the suc- 
cessful cases the liberal application of the de minimis principle 
refutes the allegation that the commission has required arithmetical 
precision in its evaluation of cost studies. 


In the unsuccessful cases the defects in the cost studies were gross. 
The best appraisal is that of Professor John C. Stedman: 


. . . in many cases where the cost justification defense fails, it 
should fail. It is a commonplace that the cost defense is often 
an afterthought—the respondent has in fact sold at a discrim- 


inatory price without consideration of whether there was a 
savings in cost to justify it, and raises the point only in a 
desperate and belated effort to beat the rap.'*° 


The seller did not ascertain prior to an FTC investigation that 
its price differences were no greater than its cost differences in any 
recorded case. Is it not remarkable, then, that there are eleven 
successful utilizations of the cost defense? This is especially true 
when consideration is given to the scant use of the defense in 
recorded cases.4** The meager use of the defense indicates that 
there is some truth in the “illusory” and “impossible” labels. While 
Professor Taggart attributes the expense of money and time to 





4851 F.T.C, 282 (1954). 

%* 235 F.2d at 422. 

™ Supra note 117. 

™ One of those responsible for the “illusory” label, Chairman Howrey, also 
points out that “there have been, of course, a large number of cases in which the 
cost defense was explored on an informal basis. Such cases include some in which 
the proposed respondent was able to convince the Commission's staff that the cost 
defense would be successful, and so the formal complaint was not issued. They 
also include cases in which respondents became convinced that the cost defense 
would not be successful or that it was too complex and expensive to be under- 
taken.” Sylvania Elec. Prod., Inc., 51 F.T.C. 282, 291 (1954) (concurring opinion). 
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the scant use of the defense, he indicates that it is not used because 
“the requisite cost differences do not exist.’’*? 


As to the “mammoth expenditure of costly expert effort’’** that 
is allegedly required to prepare and present the cost defense, Mr. 
William Warmack answers: 


It is true that in a few isolated instances the expense of de- 
veloping cost information has been excessively high. The fact 
is, however, that those who paid the fabulous amounts to have 
their costs developed have nobody to blame but themselves. 
Probably, hoping that lightning would never strike them, they 
took the law lightly, di ed it altogether, or, at least, 
never went to the trouble of determining with reasonable cer- 
tainty that their prices were or were not cost-justified. 


So after having their prices attacked, they rushed out and en- 
gaged high-price talent to to work up quickly a cost de- 
ense of prices that had not been based on proper cost infor- 
mation in the first place. Many accountants at high rates would 
be engaged on the job over lon iods of time compiling sta- 
tistical cost and sales data which could well have been com- 
piled previously, for the most part, by the company’s own per- 
sonnel at relatively little extra expense. Therein lies the reason 
for the erroneous contention that all R-P cost surveys are too 
expensive.1** 


Mr. Warmack suggests further, 


For most interstate sellers, the annual expense for such service 
(Robinson-Patman costing) should never run more than the 
salary of a good clerk. We continuously prove and demonstrate 
that fact in our own shop.**® 


Mr. Warmack is obviously talking about a seller who wishes to 
comply with the law in advance of an FTC investigation of prices. 
Advance planning is the key to compliance with the Act. An in- 
teresting suggestion has recently been made that an “antitrust 
audit” take place periodically.** Such an audit would, of course, 
seek to assure compliance with not only the Robinson-Patman 
Act,48? but with the antitrust laws, generally. In order to comply 
with the law, the seller should never charge different prices with- 





2 TaccarT 546. 

43 REPORT OF THE ATTORNEY GENERAL’S NATIONAL COMM. TO STUDY THE ANTI- 
trust Laws 172 (1955). 

™ Warmack, A Realistic Approach to Robinson-Patman Costing, TRADE PRAc- 
TICE ANNUAL 11 (1954). 

™ Warmack, Robinson-Patman Costing Not Too Difficult or Expensive, TRADE 
PRACTICE ANNUAL (1956). 

™ Hale, Antitrust Audits, Corp. Practice Commentator, May, 1959, p. 17. 

™ Id. at 23-24. 
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out a knowledge that they are justifiable via different costs unless 
he charges them only to meet competition or as a result of changing 
market conditions. The cost information which the seller compiles 
will not be wasted even if the commission never investigates his 
price structure. Such cost information will, according to most ac- 
countants, definitely increase profits by minimizing costs. 

A businessman may be assisted in complying with rules of 
the game by resorting to two guides prepared by the com- 
mission.’** Neither is official in the sense that the commission has 
adopted it as the substantive rules of cost justification. By and 
large, a vast amount of material is available to seller’s counsel and 
accountant which will assist them to establish the cost defense. 
Both the lawyer and the accountant must be cognizant of their 
primary functions in this area: to avoid cease and desist orders 
and private treble damage verdicts through advance planning by 
calling management's attention to the Act, to the possibilities of 
compliance with the Act, and to the attendant business advantages 
which are available.’ 





48FTC, Case Studies in Distribution Cost a for Manufacturing and 
Wholesaling, H.R. Doc. No. 287, 77th Cong., Ist Sess. (1941); Taccart Rep. 

% See articles cited supra notes 23, 29, 31, 33, 36, 40, 43, 60, 84, and 134; see 
also, Sawyer, Quantity Discounts Under the Robinson-Patman Act, Corp. Prac- 
tice Commentator, May, 1959, ¥ 26. Comment, Cost Justification Under the 
Robinson-Patman Act, 49 Nw. U.L. Rev. 237 (1954). 


™ Cost Control Helps Management Improve Marketing Efficiency and Build 
Profits, Printer’s Ink, Jul 


y 4, 1958, p. 21. 

















Some Observations On The Problems 
Of Drafting A Labor Contract 


JouNn L. WADDLETON* 
INTRODUCTION 


When today’s labor contract draftsman chances upon an histor- 
ical novelist’s account of early day collective bargaining,’ he is 
likely to yearn for the “good old days.” Negotiations were uncom- 
plicated; contract terms were simple and basic. Indeed, some of 
these accounts so vividly portray a virility, forthrightness, and con- 
ciseness in the negotiations that the reader subconsciously accepts 
the fact that none of the parties appears to feel the need even to 
reduce the results to writing. 

While today there are often just such collective bargaining nego- 
tiations (with no thought of immortalization on paper), the more 
characteristic collective bargaining negotiations span a vast list of 
items, many of which require exhaustive analysis. Today’s nego- 
tiating process, of course, merely reflects the growing complexity 
of the substance to which it is addressed; for example, the intri- 
cacies of some compensation methods, such as incentive systems 
and sales commission formulae, and the technicalities of some of 
today’s “wage-plus” (they are too substantial to be called fringe 
any longer) employee benefits, such as pension trusts and supple- 
mental unemployment benefit programs. The labor contract drafts- 
man’s task is usually far more complex than that confronting the 
draftsman who might have been called upon to write up the agree- 
ment in the historical novel—but then, so is his standard of living. 


‘TOoLts OF A LABOR CONTRACT DRAFTSMAN 


The basic tools of the labor contract draftsman are the same as 
those of legal draftsmen in any field, namely, a thorough knowledge 
of grammar, rhetoric, composition, and punctuation. In addition, 
a wide vocabulary of simple words is necessary. Physical tools should 
include not only the unabridged dictionary, thesaurus, and the 
hand or desk book for secretaries, but could well include texts on 
grammar and rhetoric. 





* LL.B. 1936, Marquette Univ.; Chief Counsel, Industrial and Community Rela- 
tions Division, Allis-Chalmers ome ee ite Milwaukee, Wisconsin. 
* DAVENPORT, VALLEY OF DECISION 211-17 (1943) 
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The labor contract draftsman can and should gain from the 
experiences and adopt the successful techniques of his counterparts 
in other legal fields, patent and insurance underwriting, for exam- 
ple. Ultimately, however, he will develop his own homemade tools 
designed from his own experience. In this the one prerogative that 
he will never attain—the one tool he will never master, much as 
he might like to—is the one that was wielded by Humpty Dumpty 
in decreeing to Alice that when he uses a word it means just what 
he chooses it to mean.” 


The Starting Point of Labor Contract Drafting 


A clear conception of the nature and purpose of the labor con- 
tract can be most helpful as an anchor point against which ali draft- 
ing work can be checked for consistency. Among the many theories 
of the labor contract is one which suggests that the labor contract 
is simply a series of restrictions on the otherwise uninhibited rights 
of the employer to conduct his operation in accordance with his 
best judgment. For convenience this theory will be called the 
“residual” theory. 

In some respects this is an oversimplification. Labor contracts 
can also contain restrictions on union and employee rights, for 
example, the right to strike. Nonetheless, the residual theory may 
be explored and justified for the purpose of emphasizing the ad- 
vantage of having some kind of concept as an “anchor” point.‘ 





? CARROLL, THROUGH THE LOOKING-GLASs: 
“But ‘glory’ doesn’t mean ‘a nice knock-down argument,’” Alice obj 
“When I use a word,” Humpty Dumpty said, in rather a scornfu tone, 
‘it means just what I choose it to mean—neither more nor less.” 
“The question is,” said Alice, “whether you can make words mean so many 
different 
“The question is,” said Humpty Dumpty, “which is to be master—that’s 


*Shell Oil Co., Inc., 77 N.L.R.B. 1306 (1948); NLRB v. American Nat'l Ins. 
Co., 343 US. 395, 408 n.22 (1952). See W. T. Smith Lumber Co., 79 N.L.R.B. 
606 (1948) (limitation of right to solicit union membership during employees’ 
free time’ 

A. a v. Nichols, 229 F.2d 396 (6th Cir. 1956), cert. 
denied, 351 US. 950 (1956) ond, Coppemt: VJ v. pone, 236 U.S. 1 (1915), which 
upheld the employer's right to make 5 w dog” contracts despite a Kansas 
statute to the contrary. While this case never been overruled, the NLRA 

outlaws such contracts and the Supreme Court has said that it has 
been sap of its i that a = however, does not offset in any way the 
residual theory set forth in that case. 

Most arbitrators accept this . See MacDonald, Stein & Taplitz, Manage- 
ment Rights and the arbitration. , N.Y.U. 8rH ANNUAL CONFERENCE ON 
Lasor 303 (1955). See also, Illinois Bell Tele. Co., 15 Lab. Arb. 274 wes 
Blackhawk Mfg. Co., 7 Lab. Arb. 943 (1947); Ryan Aeronautical Co., 7 Lab. 
= 1947); Western Union Tele. Co., 3 Lab. Arb. 510 (1945) (wherein arbitrator 
toa TS CRI a eee Se eee 1 Lab. Arb. 
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Under the residual theory the employer is envisioned as having 
initially, on the basis of ownership, the unqualified right to deter- 
mine all the terms and conditions upon which he will offer employ- 
ment and the manner in which his operation will be conducted. 

This whole right is limited by various laws. Municipal ordi- 
nances may restrict the type of work performed; state law may fix 
minimum wages and maximum hours of work and require safe 
work conditions and practices; and federal regulations may require 
that records shall be kept in certain forms and for certain lengths 
of time. Except, however, for such limitations the residual theory 
holds that the employer enjoys unrestricted opportunity to make 
the decisions, except as he may specifically divest himself of such 
right through collective bargaining commitments. 

Under the residual theory the negotiating and drafting of prac- 
tically every labor contract provision can be approached from the 
standpoint of just what facet of the employer’s decision-making 
opportunity is he divesting. For example, the draftsman would 
make no effort to express affirmatively in a written labor contract 
the right of the employer to make a certain decision, because such 
right is implicit in the underlying theory upon which the entire 
contract is based. In any event, were other considerations to dic- 
tate the written expression of such a right, then the draftsman 
would do so in language consistent with the theory, ¢.g., “the em- 
ployer retains (as opposed to the ‘obtain’ connotation) the right 
to... thus and so... .” 

Again, the draftsman would shun the so-called “harmony” type 
of contract clause® because of the possibility that it might be mis- 
interpreted as signifying a willingness to “settle” during the term 
of the agreement any difference between himself and the bargain- 
ing agent as to his exercise of rights not specifically divested or not 
referred to in any provision of the labor contract. Also, the drafts- 
man would not seek to incorporate a “management clause’’* be- 





For other expressions of this theory see Gregory, The Collective Bargaining 
Agreement: Its Nature and Scope, 1 Las. iy 451 (1950); TELLER, MANAGEMENT 
FUNCTION UNDER COLLECTIVE BARGAINING 94 (1947); Torrr, CoLLective Bar- 
GAINING 127 (1953). 

In addition, unions, while not accepting the residual theory as such, more 
often than not advise that all negotiated “gains” be reduced to writing. 

*E.g., “The intent and purpose of this agreement is to ote and maintain 
a mutually satisfactory industrial and economic rela - cing thelr pe com- 
pany and the union. Both will abide by this agreement, it purpose 
"ee" all differences without disturbance oo pore al 

‘&» “The Company shall manage the plant direct working forces. 
The management of Se a ee ee 
plant operations; to hire, promote, demote, transfer, em- 
ployees for proper cause; to relieve employees from du pean of of 
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cause his manner of drafting each provision already confirms the 
basic concept that “what isn’t specifically given away is retained.” 
If other considerations make the inclusion of such a provision de- 
sirable, he may prefer confirmatory language along the following 
lines: 

Management has the right to manage the plants of the com- 

pany except insofar as that right is limited by other provisions 

of this agreement." 

In this Article the residual theory will characterize the treatment 
of the problems confronting the labor contract draftsman. There 
are, of course, other theories on the nature of a labor contract® and 
each will recommend its own peculiar “anchor” point and drafting 
techniques. What is here intended to be emphasized is not so 
much which theory is “Right” but the desirability that some con- 
cept be initially adopted and thereafter that the drafting process 
be kept as consistent with that concept as is possible. Chaos can 
reign in the completed document should this not be done. 


SoME BROAD CONSIDERATIONS IN 
LABOR CONTRACT DRAFTING WoRK 


The purpose at this point is to list some of the broad considera- 
tions bearing on labor contract drafting problems and suggest a 
few rules of thumb. In the following section comments will be 
offered on particular labor contract items. Necessarily there will 
be some duplication. , 


Need to Avoid Ambiguity 


The happiest fate that can befall the labor contract draftsman is 
that the labor contract molder in the file undisturbed by either 
party until the time for the negotiation of the successor agreement. 
Just in case, however, that during its term the parties may not 
clearly recall the scope of the meeting of their minds on a particular 
subject, the written agreement is at hand to remind them. It is 
then that the draftsman’s work is put to test. 

While all legal draftsmen should be expected to use the simplest 
work or other legitimate reasons; and to introduce new or improved production 
methods or facilities; or to existi roduction ods or facilities. 
It is agreed that ing contained herein be used for the purpose of dis- 
en ae yees because of membership in the union, and further 
agreed that all action taken pursuant to the provisions of this Article shall be 


. 


subject to review by the union Grievance Committee.” 


z Steel Corp. & United Steelworkers of America Agreement 
* MacDonald, Stein & Taplitz, op. cit. supra note 4. 
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possible language, this is especially necessary in labor contracts be- 
cause of the wide use of the document by supervisors, union repre- 
sentatives, and employees. For example, such traditional clap-trap 
as “Whereas” and “Now, Therefore, It Is Agreed” preambles should 
be avoided and the monosyllabic word is preferred over the poly- 
syllabic. However, where the choice is between long (polysyllabic) 
words of exact meaning and the short (monosyllabic) words of 
general meaning, the need to avoid ambiguity will dictate the use 
of polysyllabic rather than the short words. 

The draftsman should avoid words of general or undefined mean- 
ing such as “emergency.” This is best explained by the use of 
examples. 


Foremen shall not perform production work except in the 
following types of situations: 

a. instruction of employees; 

b. development of methods and techniques; 

c. performance of necessary work when difficulties are 

encountered on the job... . 
is preferable to 

Foremen shall not perform production work except in emer- 
gencies. 


In the event of a discontinuance of operations caused by con- 
ditions not immediately correctable by the company such as, 
power failure, machinery breakdown, or abnormal interrup- 
tion in supply of materials, the above procedures shall not 


apply. ... 
pies is preferable to 

In the event of a discontinuance of + seme caused by con- 

ditions beyond the company’s control. . . . 

Where the parties’ use of a word departs from its common or 
legal meaning, their meaning of the word should be expressed. 
Such words as “day,” “Sunday,” “week,” are commonly measured 
from midnight according to the calendar. In many factories, how- 
ever, the day and the week are measured not from midnight but 
from the beginning of the day shift (8 a.m.). Where this is true, 
“Saturday,” for example, begins not at 12:01 a.m. but at 8 a.m. 
However, if there is elsewhere in the contract a commitment to pay 
overtime premium for time worked on “Saturday” and “Saturday” is 
not defined as starting at 8 a.m., then the premium can be held ap- 
plicable to time worked between 12:01 a.m. and 8 a.m. even though 
such time worked is understood, at least by the employer, to be 
“regular” rather than “over” time.® One of the ways to handle this 





*See Pabst Brewing Co. v. Wis. E. R. Bd., 252 Wis. 346, 31 N.W2d 515 (1948). 
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problem is to include a clause of this nature: 


“Day” for the purpose only of determining off-duty days, | 

holidays and Sunday as used in this Article shall mean a + orb 
of twenty-four (24) consecutive hours commencing at the same 
hour each day as the beginning time of the employee’s work 
week.° 
Employees will be com ted on the basis of the calendar 
day (midnight to midnight) on which their shift starts work- 
ing, for the regular hours of that shift. The employee’s work- 
ing week shall be the calendar week beginning on Monday at 
the regular starting time of the shift to which he is assigned.** 
To avoid ambiguity the draftsman should avoid the possible 

application of the inclusio unius rule. For example: 


The Com shall not be liable for call-in pay when work 
is not available because of any act of God, such as flood, wind- 
storm, or earthquake 

is preferable to 


The Company shall not be liable for call-in pay where work 
is not available because of flood, windstorm, or earthquake. 


Use of Operating Personnel 
in the Drafting Process 


Normally, the draftsman will be given the specifications in greater 
or lesser detail for each contract provision while it is under nego- 
tiation and as it is tentatively resolved. Upon receipt of such speci- 
fications, he might well test them in detail and for completeness 
rather than immediately attempt to reduce the specification to a 
written clause. Sample specifications may be put to the following 





tests: 
Specifications 
The company is willing to grant the union reasonable bulletin 
board privileges for notices to its members. (Actually, the 
specifications will be much pees precise.) 
est 
1. Any notice on any subject? Political? Inflamatory? Derog- 


| atory? Only those a by the company? 
| 2. aa and all aialinn ber water Would be better for the 
company to provide separate boards exclusively for union 
bulletins? 
8. The mechanics of the posting procedure? Shall any union 
people have the right to post at their pleasure? Should the 


* International Harvester Co. & UAW-AFL-CIO Production & Maintenance 
Contract 95 oo. 
™ General Motors Corp. & UAW-AFL-CIO Agreement 56 (1959). 
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union notices be given to the company for posting by com- 
pany personnel? 
Specifications 
The company is willing to pay average rate for certain idle 
time. 
Test 
1. What shall be included in computing the average? Over- 
time premiums? 
2. What exclusions? Back pay awards not attributable to the 
period? Any other payments that are not truly earnings, 
“¢ jury duty makeup pay? 
3. The average rate for what pay period? The one in which 
the idle time occurs or an earlier period for which the rate 
has already been computed and is known? 
4. What other factors will ease the accounting work involved 
(definitely the accounting and payroll people should be 
consulted on an issue of this kind) 


It is in this area of testing that operating supervision and union 
representatives can be invaluable. On more complex subjects such 
as incentive systems and layoff procedures, operating people should 
be asked to outline in their own words the detailed way in which 
the system or procedure is applied in the operating areas among 
employees on a day-to-day basis. In so doing the draftsman is bor- 
rowing the patent attorney's technique of asking for a working 
model of the invention before he attempts to draft the patent 
claims. Once stimulated in the proper direction, these people can 
and will do a much better job of testing than the draftsman can 
ever do himself because they know all the facts and he knows very 
few. 

If the draftsman is too ready to reduce the specifications to a 
written contract clause and submit it to his principals for the ap- 
proval, he can lose the advantage of this type of assistance. Oper- 
ating people specialize in action rather than in words.* They are 
inclined to accept without too much study what their draftsman 
tenders to them, and that is perfectly natural, for he is the drafts- 
man. 


If a shop supervisor is asked whether he follows seniority in 
making transfers of his people, he might very likely answer “yes” 
because in the vast majority of instances in which he reallocates 
his employees, he does do so on the basis of seniority. Were the 
draftsman to abandon his testing at this point and write the trans- 
fer clause along the lines of “. . . in transferring employees the 


*It without that many com: t la have to 
eR. ep y competent shop-lawyers emerged 
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company will follow seniority . . .” he could be making a serious 
mistake. On the other hand, were he to press his testing by asking 
the operating people to review for him all the transfers made in 
the last month, chances are that certain exceptional situations would 
be revealed, and the contract language adapted accordingly. 
The draftsman’s testing process should be just as insatiable as 
his search for facts when he is investigating an automobile accident. 


Some Safeguards as to the Forum 
in Which the Draftsman’s Work Is Tested 


When the parties to a labor contract cannot resolve a difference 
as to the meaning of a provision, the question is ordinarily settled 
by resort to private arbitration. While the National Labor Rela- 
tions Board will, for its own purposes, not hesitate to interpret a 
labor contract provision in issue before it, and while courts are 
becoming less hesitant in accepting questions of labor contract in- 
terpretations raised by individual employees,’* in the main the 
arbitrator is the principal forum where the draftsman’s work will 
be tested. 

In most jurisdictions, including Wisconsin,“ the arbitrator is 
the final judge not only of issues of fact but also of issues of law 
such as the interpretation of disputed contract provisions. Further- 
more, the arbitrator is under no legal compulsion in resolving any 
such issue to utilize and confine himself to the rules of contract 
construction that would be followed by lawyers and courts. This 
potential’® infirmity must be overcome if the draftsman contem- 
plates being able to advise his principal with reasonable certainty 
how an interpretation issue is likely to be resolved. The draftsman 
may well consider the advisability of suggesting that his principal 
seek to incorporate in the labor contract some assurance that any 
asserted ambiguity in the language of the contract be resolved in 
accordance with normal rules.’* 





“Food Fair Stores, Inc. v. Raynor, 154 A.2d 814 (Md. 1959), 38 Labor Cas. 
q 65,846, wherein the court concurred with employee Raynor on interpretation 
of a contract provision over joint objection of employer and union contracting 


parties. 
“ Rottman v. Toft, 187 Wis. 558, 204 N.W. 585 (1925); McCord v. Flynn, 111 
Wis. 78, 86 N.W. 668 (1901). 
* Many arbitrators follow the usual rules of interpreting contracts as a matter 
of personal policy. , ‘ 
*Eg., “In making his decision, the arbitrator shall be bound by the prin- 
ciples of law relating to the interpretation of contracts followed by Wisconsin 
courts.” 
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Cueck List FoR THE CONTRACT DRAFTSMAN 
Specific Labor Contract Items 
Designation of the Union 


Normally this will follow the designation in a National Labor 
Relations Board certification of the union as the bargaining agent. 
However, where an international union is certified but a local union 
has been chartered for the represented employees, it is advisable 
to seek agreement naming the local as an additional party to the 
contract because the local, as an entity, will undoubtedly exercise 
specific functions in the administration of the contract and should 
be included under any no-strike obligation. Conversely, it has 
been held improper to refuse to recognize the international union 
as the party where it is the certified agent.’ 


Designation of the Employer 


Some unions seek to add to the designation of the employer “its 
successors or assigns.” While this addition would not necessarily 
require a purchaser of the employer’s assets to assume the contract 
obligations,’* it can create legal complications in the event of a 
transfer of the business during the term of the contract. 


Description of the Unit 


This will normally follow the description contained in the Na- 
tional Labor Relations Board, or the state agency’s, certification 
of the union as the bargaining agent. Attempts to vary the scope 
of a certified unit can be an unfair labor practice since an NLRB 
certification is conclusive upon the parties.’ 


Compulsory Unionism 


Under present federal law union membership beyond the tender- 
ing of initiation fees and periodic dues cannot be made a condition 
of employment.”° As a result, a union cannot demand of an em- 
ployer in interstate commerce the discharge of an employee placed 
in bad standing for any reason other than failure to tender such 
payments. But if a union shop provision is expressed only in 
terms of requiring “membership in good standing” and this feature 





“NLRB v. Borg-Warner Corp., 356 U.S. 342 (1958). 
“International Longshoremen’s & Warehousemen’s Union v. Juneau Spruce 
ws Douds F.2d 177 (9th Cir. 1951), aff'd, 342 U.S. 237 (1952). 
pom v. International Longshoremen’s Assn, 242 F.2d 808 (2d Cir. 195 
' pin (1952). Management Relations Act § 8 (a) (3), 61 Stat. 136 (1947), 29 U .C. 
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of the federal law is removed, then the union will thereafter auto- 
matically be in a position to require discharges for “bad standing” 
for any reason. 


No-Strike Clause 


While there is case law to the effect that a prohibition against 
strikes during the term of a labor contract is implicit if the contract 
contains a provision for final and binding arbitration,** the more 
prevailing doctrine—and the safer to follow— is that such prohibi- 
tion must be specifically expressed and will not be implied.” 

Therefore, if a guarantee against concerted action during the 
contract term is desired, it should be explicit and should run against 
not only the union, or unions (international and local), but against 
the employees as well.** 


Hours of Work and Overtime 


Care should be taken to distinguish between the regular work 
day and work week (eight hours and forty hours, respectively) and 
the shift schedules (starting times) if both are specified in the con- 
tract. If the shift schedules are specified, the employer may wish 
a reservation of the right to alter them should operating or other 
conditions make it advisable. 

In addition to defining the terms “day,” “week,” and, perhaps, 
“pay period,” the terms “time and one-half” and “double time” 
might be defined to avoid any ambiguity as to how such premium 
is computed.** 

Finally, a provision that there shall be “no pyramiding” of over- 
time premiums** is recommended, since, for example, Saturday 

* [International Brotherhood of Teamsters v. W. L. Mead, Inc., 230 F.2d 576 
(Ist Cir. 1956), cert. denied, 352 U.S. 802 (1956); W. L. Mead, Inc., 113 N.L.R.B. 





1040 (1955). 

= UMW v. NLRB, = a 211 (D.C. Cir. 1958). 

“During the life of this agreement, the union shall not cause or support, 
nor shall any employee or employees take a part a ee oon a oe 
Company such as a strike, intentional dosti i in rate _ or any 
other interference with or : of the Company's ae Company shall 
mag, grote, » iscweet @ term of this 

, “time and one- is straight time plus “an neniety premium of one- 


ait {isp the employer's ‘aversge pr mele uot ty 

“Double time’ is > a : time Plus ‘an hourly premium of the we toe 
pone Apna Be term ‘average rate’ is the rate 
obtained by dividing te toa caning ofthe paral period, exclu of ort 
time premi oll Pe walk tye cal manor ut beat ance eked dee ae 
the the total number of hours actually worked during the 


‘ aphreeniedinteenelnenent gre romereirretber: CIO 


Agréement 71 ny EF 
Sener e oes shore Oak aes. Be ‘pyramided,’ i.e., no over- 
dials ab pone gar chal barged tees teen once for the same day or hours.” 
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hours worked may qualify as both time worked in excess of forty 
hours in one week and “on Saturday.” 


Wage Rates 


Under the residual theory those rates which the employer agrees 
to maintain during the term of the contract should be enumerated 
under an affirmative statement such as, “The following shall re- 
main in effect during the term of the agreement. . . .” Here the 
inclusio unius rule is used rather than avoided, and any rates or 
types of payment not enumerated are, by operation of the residual 
theory and the inclusio unius rule, not fixed against variation. 

If incentives are to be included among the rates guaranteed, then 
extreme care in choice of words must be exercised to avoid inad- 
vertent enlargement of the guarantee. For example, if the em- 
ployer’s purpose is to guarantee only the ultimate incentive money 
amount, ¢.g., $1.50 per piece, then the appropriate term should be 
“piecework price.” Use of such other words as “piece rates” or 
“allowances” might be very bad choices since they could embrace 
(and freeze in spite of the employer’s purpose to the contrary) cer- 
tain factors used in the derivation of the ultimate money amount, 
e.g., such variables as tool care allowances. 

If automatic progression through a range of rates is provided 
over a periodic time basis such as three, six, and nine month steps, 
then a qualification to the effect that “Progression is by completed 
months of actual work” is advisable to avoid entitlement to the 
increased rate by lapse of time alone. 


Handling of Grievances by Union Representatives 


Care should be taken and these provisions drawn with the 
thought in mind that employees having union representative func- 
tions in the grievance procedure are primarily employees needing 
explicit permission to leave their normal work to perform their 
grievance procedure functions. If this is not done, the specification 
in the labor contract of a grievance procedure function can be 
interpreted as permitting the performance of that function at will. 

If provision is made for an employee to present his grievance or 
complaint directly to his supervisor without union representation, 
the interstate commerce employer's obligation under section 9(a) 
of the National Labor Relations Act which provides that “the bar- 
gaining representative [shall be] given opportunity to be present 
at such adjustment” must be at least kept in mind if not provided 


for specifically. 
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Arbitration Procedure 


The jurisdiction of the arbitrator should be limited strictly to 
passing upon issues of contract compliance. If in this process it 
becomes necessary for the arbitrator to “interpret” the contract 
then he should, of course, be expected to do so. However, care is 
urged in the use of the word “interpretation” in the description of 
the arbitrator’s authority lest he be thereby given the right to pass 
upon hypothetical situations as breaches of contract, in addition to 
whether actual occurrences were in breach of contract. 

In this section of the agreement it is well to state that the arbitra- 
tion result shall be binding not only upon the employer and the 
union or unions but also upon the individual employees involved. 
This question is now complicated by a recent Wisconsin Supreme 
Court decision** which holds that an employee is not bound by an 
arbitration decision if (1) his union’s position on the question 
being arbitrated is adverse to his interests; and, (2) he is not given 
an opportunity to be heard at the arbitration hearing. 


Seniority in the Allocation of the Work Force 


Seniority should be conceived by the draftsman as being a right 
to preferred treatment. As so conceived, it immediately prompts a 
myriad of chain-reaction questions: 


What definition should be used?—length of service since date 
of hire—hire within or without the bargaining unit—any de- 
duction for intervening lapses of service, leaves of absence, 
layoffs, transfers out of unit; 
In what instances should the employer agree to give the pre- 
ferred treatment?—layoffs—transfers to lower paid jobs due to 
reduction of work force—transfers due to change in type of 
work not resulting in reduction of work force—promotions and 
demotions (again, need for definition: high paid job—same or 
lower psa but with incentive opportunity—same pay but 
more desirable from another standpoint); 
Should the preferred treatment be conditioned, i.e., on ability? 
—ability to do the job forthwith—after a “break-in”—after 
training; 
If seniority and ability are “relatively equal” (a common 
rovision) which should control?—seniority in all cases—sen- 
lority in layoff situations—ability in promotions. 


This very skeletal itemization shows that meticulously detailed 
testing by the draftsman with operating people is utterly essential 
on a subject of this scope before any drafting can be attempted. 


* Clark v. Hein-Werner Corp., 8 Wis.2d 264, 99 N.W.2d 132 (1959). 

















March] DRAFTING A LABOR CONTRACT 277 


Liability of Employer for Violation 


Generally, should an arbitrator find that the employer has not 
complied with a labor contract commitment, he will indicate in 
his decision that the aggrieved employee should be made whole. 
Absent any question of the arbitrator to so declare or the employee 
to be so compensated, the extent of backpay exposure may be lim- 
ited only by the applicable statute of limitations. More restrictive 
limitations, if desired, should be specifically negotiated.** 


Maintaining the Negotiating Record 


The more detailed the record of negotiations, the easier it be- 
comes to resolve any subsequent differences of opinion as to what 
was or what was not agreed upon. Not only should the minutes 
of the negotiating meetings be as detailed as possible, but, in addi- 
tion, all drafts and redrafts of the contract provisions should be 
retained; and, if it is at all practicable to do so, the drafts on the 
more complex subjects, such as pensions, should be prepared in 
legislative style. If this is done the course of the negotiations to- 
ward ultimate agreement can be very easily retraced. 

No comment on maintaining the record of negotiations would 
be complete without a word on the growing tendency to use side 
letters of agreement. These letters confirm agreement upon a point 
which will not be incorporated in the body of the published labor 
contract. Without regard to the impact of section 104 of the Labor- 
Management Reporting and Disclosure Act of 1959** on this grow- 
ing practice, it might be noted that it is most advisable to publish 
such letters as attachments to the agreement, especially where the 
point agreed upon is to have continuing effect throughout the 
period of the agreement. If the point of agreement expressed in 
such letter is to be completely consummated at an early date in the 
term of the agreement and thereafter be of no significance,”* the 
“side letter technique” can be of distinct advantage. 


CONCLUSION 
In the drafting of a labor contract there is no substitute for (1) 





* There is some question concerning whether an arbitartor has authority to 
assess damages in the absence of a specific contractual grant of power. The Pod, 8 
tion is anal at some length and answered in the negative in 
a oe Union v. Continental Oil Co., 268 F.2d 447 (5th Cir. 1959); 07 compare 

rske, Arbitration Back-Pay Awards, 10 Las. L. J. 18 (1959). 

ft i Stat. 519 (1959). 

* Where, for example, the side letter merely shows the parties’ agreement to 
a new a ape schedule, the parties may well think it sufficient to print 
only the schedule leaving the letter in the files. 
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a detailed knowledge of the modus operandi of the principal’s (em- 
ployer’s) shop, office, or service establishment, as the case may be, 
and (2) experience. In the case of the latter, the experience of 
another is as valuable as one’s own. It has been the author's good 
fortune to find over the years that attorneys generally, being of a 
gregarious nature, do not hesitate, regardless of the time necessary 
to. do so, to give another the benefits of their own experience. So 
the concluding thought here is that when beset by a problem, the 
labor contract draftsman should not hesitate to lean upon and 
borrow from his professional colleagues. 























A Pragmatic Article Concerning 
Federal Preemption And Labor Law 


HucH HAFEr* 


This is not a scholarly article. No attempt has been made to 
formulate a body of principles establishing the bounds of federal 
preemption in the field of labor law. Nor has any effort been made 
either to justify or criticize the decisions in the field. This article 
has two limited objectives. First, it is hoped that this article will 
impart to the nonspecialist a working knowledge of the federal 
preemption doctrine as applied to the field of labor law. Second, 
it is hoped that the specialist will find the collation of United 
States Supreme Court decisions useful in his day-to-day work. 


PREEMPTION GROUND RULES 


The Wagner Act,? enacted in 1935, was the first federal statute 
of general application to establish substantive rights in the field 
of labor relations. It guaranteed the right of employees to be 
organized and created a number of employer unfair labor prac- 
tices. In 1947, the Taft-Hartley Act,* by creating a series of union 
unfair labor practices, substantially expanded the role of the fed- 
eral government. In 1959, the role of the government was again 
expanded by the Labor Management Reporting and Disclosure Act,* 
which both added to the restrictions upon economic activities by 
unions and, for the first time, established detailed regulations ap- 
plicable to the internal affairs of labor organizations. 


These federal labor statutes have been enacted pursuant to the 
commerce clause of the federal constitution which, in material 
part, provides: 


The Congress shall have pee . to regulate commerce . 
among the several states... . And to make all laws which 
shall be necessary and proper for carrying into execution the 


* B.A. 1954, St. Martin’s College; LL.B. 1956. Univ. of Wis.; member, Wis- 
consin Bar; Editorial Board Wisconsin Law Review, 1955-1956; Assoc., Goldberg, 
Previant & Cooper (Milwaukee). 

*Compare Meltzer, The Supreme Court, Congress, and State Jurisdiction over 
Labor Relations: I, 59 Cotum, L. Rev. 6 (1859) Cox, Federalism in the Law of 
Labor Relations, 67 Harv. L. Rev. 1297 (1 

* National Labor Relations Act, 49 in rr —. 29 rt | 151 (1952). 

* Labor Management Relations Act, 61 Stat. 136 (1947), 29 U.S.C. § 141 (1952). 

*73 Stat. 519 (1959). 2e@ wre. YO 
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a powers, and all other powers vested by this constitu- 
tion in the government of the United States, or in any depart- 
ment or officer thereof.* 


The constitutional basis for the preemption doctrine is found in 


the supremacy clause of the United States Constitution which pro- 
vides, inter alia: 


This constitution, and the laws of the United States which 
shall be made in pursuance thereof . . . shall be the supreme 
law of the land, and the judges in every state shall be bound 
thereby, anything in the constitution or laws of any state to 
the contrary notwithstanding.® 


Generally, the preemption issue has been raised as a defense to 
a proceeding brought in a state court.’ In recent years the most 
frequent application of the preemption doctrine has been in the 
field of labor law. However, the doctrine is not limited to any 
particular area of federal regulation.*® 

Summarizing the tests or standards for determining whether 
preemption is applicable, the United States Supreme Court has 
stated: 


Where, as in the instant case, Congress has not stated spe- 
cifically whether a federal statute has occupied a field in which 





*U.S. Const. art. I, § 8. The National Labor Relations Act, as amended, 
(NLRA) is a valid exercise of the right of Congress to regulate commerce. NLRB 
v. Jones & Laughlin Steel Corp., 301 U.S. 1, 30-32, 43 (1937). Whether the in- 
ternal affairs of nonprofit, voluntary associations (e.g., labor organizations) are 
within the reach of the commerce clause has not been decided. 

*US. Const. art. VI, § 2. 

*The same rule, of course, applies in original actions commenced “" w- 
persons in federal court. We v. Anheuser-Busch, Inc., 348 US. , 479 
(1955); Amalgamated Clothing Workers v. Richmond Bros. Co., 348 US. 5ll, 
516-17 (1955). Compare Capital Serv., Inc. v. NLRB, 347 U.S. 501 (1954). 

Wn Bn ng was held to preclude the states from taxing the Bank of 
the United States. M’Culloch v. Maryland, 17 U.S. (4 Wheat.) 316, 436 (1819). 
Similarly, preemption has been held to bar other state legislation: Prigg v. Penn- 
sylvania, 41 U.S. (16 Pet.) 539, 617-18, 622 (1842) (fugitive slaves); Sinnot v. 
Davenport, 63 U.S. (22 How.) 307, 309-11 (1859) (registration of — navi- 
gating coastal waters); Southern Ry. v. Reid, 222 U.S. 424, 436, 439 (1912) 
(duty of common carriers to erent tendered freight); Charleston & W.C. Ry. v. 
Varnville Furniture Co., 237 U.S. 597, 604 (1915) (overcharges by common 
carrier); Pennsylvania R.R. v. Pub. Serv. Comm’n, 250 US. 566, (1919), 
Napier v. Atlantic Coast Line R.R., 272 U.S. 605, 612-13 (1926) (equipment used 
on interstate railroads); Oregon-Washington Co. v. Washington, 270 U.S. 87, 
102-03 (1926) (agricultural y kee a Missouri Pac. Ry. v. Porter, 273 US. 
341, 345-46 (1927) (common law liabilities of common carriers); Hines v. Davido- 
witz, 312 U.S. 52, 61, 66-67 (1941) (alien registration); Cloverleaf Butter Co. v. 
Patterson, 315 U.S. 148, 169 (1942) (manufacture of renovated butter); Castle v. 
Hayes Freight Lines, 348 U.S. 61, 63-65 (1954) (prohibition of use of highways 
by common carrier for traffic violations); Natural Gas Pipeline Co. v. Panoma 
Corp., 349 U.S. 44 (1955) (natural gas prices); Pennsylvania v. Nelson, 350 U.S. 
497, 502-05, 509 (1956) (sedition); Benanti v. United States, 355 US. 96, 104-06 
(1957) (wiretapping). 
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the States are otherwise free to legislate, different criteria have 
furnished touchstones for decision. Thus, 


“{t}his Court, in considering the validity of state laws in 
the light of . . . federal laws touching the same subject, 
has made use of the following expressions: conflicting; 
contrary to; occupying the field; repugnance; difference; 
irreconcilability; inconsistency; violation; curtailment; 
and interference. But none of these expressions provides 
an infallible constitutional test or an exclusive constitu- 
tional yardstick. In the final analysis, there can be no one 
crystal clear distincting marked formula.” Hines v. Dav- 
idowitz, 312 U.S. 52, 67. 


And see Rice v. Santa Fe Elevator Corp., 331 U.S. 218, 230-231. 
In this case, we think that each of several tests of supersession 
is met. 

First, “[t]he scheme of federal regulation [is] so pervasive 
as to make reasonable the inference that Congress left no room 
for the States to ems it.” Rice v. Santa Fe Elevator 
Corp., 331 U.S. at 230. 


Second, the federal statutes ‘touch a field in which the fed- 
eral interest is so dominant that the federal system [must] be 
assumed to preclude enforcement of state laws on the same 
subject.” Rice v. Santa Fe Elevator Corp., 331 U.S. at 230, 
citing Hines v. Davidowitz, [312 U.S. 52]. 


Third, enforcement of state sedition acts practe a serious 
danger of conflict with the administration of the federal pro- 


gram.° 
It follows, of cource, that state power or jurisdiction does not exist 
if the subject matter involved has been preempted by a valid fed- 
eral statute. 


CASES AND CONTROVERSIES WHICH HAVE 
BEEN PuT To REsT 


All of the decisions discussed in this section involve employers 
whose business affected interstate commerce. The United States 
Supreme Court has never had occasion to sustain state jurisdiction 
on the theory that the employer’s business did not affect interstate 
commerce.’ As a result of the Labor Management Reporting 





* Pennsylvania v. Nelson, 350 U.S. 497, 501-02, 504-05 (1956). 

* See Superior Court v. State ex rel. Yellow Cab Serv., Inc., 361 U.S. 373 (1960). 
Nor was it likely to in view of the reach of the commerce clause. See, ¢.g., 
NLRB v. Stoller, 207 F.2d 305, 307 (9th Cir. 1953), cert. denied, 847 US. 919 
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and Disclosure Act, the quantum of commerce affected is, for the 
first time, of practical significance in cases involving the preemp- 
tion issue.* 


Primary Strikes for Recognition or a 
New Contract 


A union which represents a majority of an employer’s employees 
is permitted under the N.L.R.A. to strike in support of a demand 
that the employer recognizes it as the bargaining agent for such 
employees.** Since such strikes are permitted under the federal law, 
it is clear that the states are not free to prohibit or restrain them.” 
Similarly, the right to strike in support of demands for improve- 
ments in the terms of a new contract is protected under the federal 
law and therefore immune from state regulation.** 

UAW v. O’Brien* involved a strike for contract improvements. 
Under state law, a ten day notice of intent to strike was required. 
The state law also required the conduct of a vote among the em- 
ployees in the bargaining unit as a condition precedent to a lawful 
strike. No similar requirements are imposed by federal law. 
O’Brien declared this state law to be invalid. The N.L.R.A. cannot 
“be read as permitting concurrent state regulation of peaceful 
strikes for higher wages. Congress occupied this field and closed 
it to state regulation.”** 

Neither the vital character nor the history of governmental regu- 
lation over an industry will support a different rule. Employees of 
privately owned utilities enjoy the same rights which the employees 
of any other employer are granted under the N.L.R.A. In declaring 
unconstitutional a state statute which substituted for the right of 
free collective bargaining and the right to strike, a state-created 





(1954); Salmon & Cowin, Inc., 57 N.L.R.B. 845, 852 (1944), enf’d, 148 F.2d 941 
(5th Cir. 1945), cert. denied, $26 US. 758 (1945). 

"See discussion infra at p. 292. 

ty see Labor-Management Reporting and Disclosure Act § 704(c), supra 
note 

Ana 5- Aahonene Ook, Hvering Os. 351 US. 62 (1956). It ap that the 
emp ye oy to compensate the union for its ex; in 
SA eo ent. MW v. Arkansas Oak Flooring Co., 238 La. 108, 113 So.2d 

( 

be a Ass’n v. Wis. E.R. Bd., 340 US. 383 (1951); UAW v. O’Brien, 


a 389 US. tA ( 

Id. at 457. AS emp may not insist that a union with respect to 
a strike vote. NLRB v -Warner Corp., 356 US. 342, 50 (1958). When 
O’Brien and B pect ol 3a interes, which econ) rine 
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system for compulsory arbitration, the United States Supreme 
Court stated: 


This Court, in the exercise of its judicial function, must 
take the comprehensive and valid federal legislation as enacted 
and declare invalid state regulation which impinges on that 
legislation. . . . [W]e content ourselves with citation of exam- 
ples of direct conflict found in the records before us. . . . [T]he 
transit company was able to avoid entirely any determination 
of certain union demands when the arbitrators, in accordance 
with Wis. Stat., 1949, § 111.58, ruled that the matter of assign- 
ing of workers to certain shifts “infringe[s] upon the right of 
the employer to manage his business.” Yet similar problems 
of wor aoe sega and shift assignment have been held to 
be appropriate subjects for collective bargaining under the 
yas 5 Act as administered by the National Labor Relations 
Bo 17 


Since it is conduct (i.e., peaceful strikes and picketing) which has 
been preempted, the theory upon which the state attempts to exer- 
cise jurisdiction has not been deemed significant. In Weber v. 
Anheuser-Busch, Inc.,1* certain collective bargaining demands were 
held to be in violation of the state antitrust laws and a strike in 
support of such demands was therefore enjoined. Reversing this 
judgment, the Court pointed out: 


Moreover, we must not forget that this case is not clearly 
one of “unfair labor practices.” Certainly if the conduct is 
eventually found by the National Labor Relations Board to 
be protected by the Taft-Hartley Act, the State cannot be 
heard to say that it is enjoining that conduct for reasons other 
than those having to do with labor relations.® 


The importance which has been attached to the right to strike 
is perhaps best demonstrated by Youngdahl v. Rainfair, Inc.*° 
There the Court declared that the right to strike and peacefully 
picket in support of the strike was neither forfeited nor subjected 
to state jurisdiction because of contemporaneous acts of mass picket- 
ing and violence. 


Though the state court was within its discretion wer 
in enjoining future acts of violence, i1timidation and threats 
of violence by the strikers and the union, yet it is equally 
clear that such court entered the pre-empted domain of the 





* Amalgamated Ass'n v. Wis. E.R. Bd., 340 U.S. 383, 398-99 (1951). 
* $48 U.S. 468 (1955). 

* Id. at 480. 

* 355 US. 181 (1957). 
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National Labor Relations Board insofar as it enjoined peace- 
ful picketing by petitioners [the union].** 
Peaceful Picketing in the Absence 
of a Dispute Between an Employer 
and His Employees 


On fourteen separate occasions the United States Supreme Court 
has held, in a wide variety of circumstances, that peaceful picketing 
is preempted. Most of these cases involved a state court finding 
that no “labor dispute” between the employer and his employees 
existed. It is clear, however, that the existence or absence of a 
“labor dispute” is immaterial to the question of federal preemp- 
tion. 

Many state courts have suffered reversals in picketing cases as a 
consequence of their failure to distinguish between the free speech 
picketing decisions and the preemption cases. A substantial body 
of decisional law surrounds the right of a labor union to peacefully 
picket in the exercise of the right to communicate and speak freely 
guaranteed under the first and fourteenth amendments to the 
Constitution.** Free speech cases concern themselves with the first 
and fourteenth amendments as applied to picketing and are not 
relevant to the preemption issue which arises under article I, sec- 
tion 8 and article VI, section 2 of the federal constitution.** Thus 
under the free speech cases, picketing having an unlawful purpose 


* Id. at 139. UAW v. Wis. E.R. Bd., 336 U.S. 245 (1949) permitted a state to 
regulate a ial strike which took the form of intermittent, unannounced 
union meetings during working hours. The Court found that such activities 
were unregulated by the NRLA. However, this case embodies a “now discarded 
approach to oe mg NLRB v. Insurance Agents’ Internat’l Union, — US. 
—, 80 S.Ct. 419, 429 n.23 (1960). See San Diego Bldg. Trades Council v. Garmon, 
359 US. 236, 245n.4 (1959). 

“Injunctions against peaceful picketing were held to violate the union’s right 
to free speech in Teamsters Union v. Newell, 356 US. 341 (1958); Cafeteria 
Union v. — $20 U.S. 293 (1943); Bakery Drivers Union v. Wohl, 315 US. 
769 (1942); v. Swing, 312 U.S. 321 (1941); Carlson v. California, 310 US. 
106 (1940); Thornhill v. Alabama, 310 U.S. 88 (1940). 

No denial of free speech rights was found in Teamsters Union v. Vogt, 354 
U.S. 284 (1957); Plumbers Union v. Graham, 345 U.S. 192 (1953); Buildi 
Serv. Union v. Gazzam, 339 U.S. 532 (1950); Teamsters Union v. Hanke, 3 
US. 470 (1950); Hughes v. Superior Court, 339 U.S. 460 (1950); Giboney v. 
Empire Sto & Ice Co., 336 U.S. 490 (1949); Carpenters Union v. Ritter’s Cafe, 
$15 U.S. 722 (1942). 

* As the Court observed in Weber v. Anheuser-Busch, Inc., $48 U.S. 468, 481n.9 


(1955): 
The Missouri Supreme Court relied upon Giboney v. Empire S ee 
Ice Co., 336 US. 490, for the proposition that a state court retains the juris- 
diction over this type of suit. But Giboney was concerned solely with 
whether the State’s injunction Po aoe picketing violated the Fourteenth 
Amendment. No question of 1 preemption was before the Court; 
accordingly, it was not dealt with in the opinion.” 
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can be restrained. But if the employer’s operations satisfy the 
Board’s jurisdictional standards, state jurisdiction over peaceful 
picketing is preempted, regardless of the alleged unlawfulness of 
the union’s purposes. 

Perhaps the most frequently cited preemption decision is Garner 
v. Teamsters.* There a state court injunction against peaceful 
picketing, being conducted at the premises of a nonunion employ- 
er, was reversed by the state supreme court on the theory that ex- 
clusive jurisdiction to regulate the picketing was vested in the 
National Labor Relations Board. Neither the absence of a “labor 
dispute” between the employer and his employees nor the alleged 
ineffectiveness of the federal procedures was deemed relevant. In 
sustaining the exclusive jurisdiction of the National Labor Rela- 
tions Board, the United States Supreme Court stated: 


The detailed prescription of a procedure for restraint of 
specified types of picketing would seem to imply that other 
oo is to be free of other methods and sources of restraint. 

or the policy of the national Labor Management Relations 

Act is not to condemn all picketing but only that ascertained 

by its prescribed processes to fall within its prohibitions. Other- 

wise, it is implicit in the Act that the public interest is served 

by freedom of labor to use the weapon of picketing. For a 

state to impinge on the area of labor combat designed to be 

free is quite as much an obstruction of federal policy as if the 
state were to declare picketing free for purposes or by methods 
which the federal Act prohibits.? 

After Garner, the court had little difficulty concluding that the 
states are without jurisdiction to enjoin peaceful picketing regard- 
less of the alleged absence of an employer-employee dispute or the 
alleged violation of state statutory or common law policies. Garner 
was followed by five cases in which it was claimed that peaceful 
picketing was being conducted for the purpose of compelling the 
employer to interfere with his employees’ right to remain non- 
union. In each instance, the judgment granting an injunction 
issued against the picketing was reversed.** This rule is applicable 
even though the union has just lost a representation election.*" 

Three cases involving state court injunctions against peaceful 





* 346 US. 485 (1953). 

* Id. at 499-500. 

* Hotel Employees Union v. Sax wg goes Inc., 358 U.S. 270 (1959); Elec- 
trical Workers Local 429 v. Farnsworth & Chambers Co., 353 U.S. 969 (1957); 
San Diego Bldg. Trades Council v. Garmon, 353 U.S. 26 (1957); ted 
Meat Cutters Local 427 v. Fairlawn Meats, Inc., 353 U.S. 20 (1957); Clerks 
Union v. J. J. Newberry Co., 352 U.S. 987 (1957). 

* Machinists Lodge 34 v. L.P. Cavett Co., 355 U.S. 39 (1957). 
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picketing being conducted at the site of a construction project have 
been decided by the Court. Each resulted in a reversal of the state 
court judgment granting the injunction.** Construction site picket- 
ing cases typically present problems under sections 8 (b) (4) and 7 
of the N.L.R.A.; but, as is true with respect to the other decisions 
of the Court dealing with peaceful picketing, it has not been con- 
sidered material whether the picketing was in fact prohibited 
under the federal law. This is a question for the Board and not 
the state courts.** Preemption applies to job-site picketing at the 
premises of a public construction project as well as to such picket- 
ing at the site of a private construction project.*° 

Under the Taft-Hartley Act it was not unlawful to cause a work 
stoppage of the employees of a municipality or railroad in pursu- 
ance of a dispute with a private employer.*t This fact was relied 
upon in two cases to justify an exercise of state jurisdiction.* 
However, in both instances the exclusive jurisdiction of the Board 
was affirmed. Thus, in the case of Teamsters Union v. New York, 
N.H. & H. R.R. the Court stated: 


eo pera contends, however, that even if railroads may 
seek the aid of the N.L.R.B., it was not required to do so in 
this case because petitioners’ conduct was neither protected by 
§ 7 nor prohibited by § 8(b)(4) of the Labor Management Re- 
lations Act. . .. Whether the Act was violated or whether, as 
Respondent now claims, it was not, is, of course, a question 
for the Board to determine. Even if petitioners’ conduct is 
not prohibited by § 8 of the Act, it may come within the pro- 
tection of § 7, in which case the State was not free to enjoin 
the conduct.** 


Similarly, picketing which seeks to induce customers to refrain 


from patronizing the store selling struck goods is not illegal under 
the N.L.R.A.** The Wisconsin Supreme Court relied upon this 





*Plumbers Union Local 298 v. Door County, 359 U.S. 354 (1959); Pocatello 
Bldg. & Constr. Trades Council v. C. H. Elle Constr. Co., 352 US. 884 (1956); 
Building Trades Council v. Kinard Constr. Co., 346 U.S. 933 (1954). 

*San Diego Bldg. Trades Council v. Garmon, 359 U.S. 236, 245-46 (1959); 
Teamsters Union v. New York, N.H. & H. R.R., 350 U.S. 155, 161 (1956); Weber 
v. Anheuser-Busch, Inc., 348 U.S. 468, 478 (1955); Garner v. Teamsters Union, 
346 US. 485, 489 (1953). 

*® Plumbers Union Local 298 v. Door County, 359 U.S. 354 (1959). 

* E.g., Paper Makers Importing Co., Inc., 116 N.L.R.B. 267 (1956). 

* Plumbers Union 298 v. Door County, 359 U.S. 354 (1959); Teamsters 
Union v. New York, N.H. & H. R.R., 350 U.S. 155 (1956). 

* Teamsters Union v. New York, N.H. & H. R.R., 350 U.S. 155, 161 (1956). This 
rule —e “except in the typical situation where those ,Processes [machinery 
of the NLRA) are not relevant to an answer to the question.” NLRB v. Insurance 


Agents’ Internat’l Union, — U.S. —, 80 S.Ct. 419, n.23 ag HL 
NLRB v. Electrical Workers, 228 F.2d 553 (2d Cir. 1955); v. Bakery 
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fact in the case of Milwaukee Boston Store Co. v. Am. Fed. of 
Hosiery Workers*® to justify an exercise of jurisdiction to restrain 
such picketing. Subsequently, the Idaho Supreme Court, in a sim- 
ilar case, restrained consumer picketing relying upon the Wisconsin 
decision in the Boston Store case.** Certiorari was granted and the 
Idaho judgment reversed per curiam.** 

Only one exception to the preemption rule as applied to peaceful 
picketing has been recognized. In Benz v. Compania Naviera 
Hidalgo,* it was held that the federal law does not apply “to a 
controversy involving damages resulting from the picketing of a 
foreign ship operated entirely by a foreign crew under foreign 
articles . . . .”** The Court based its decision upon the broad 
grounds that the federal labor law is intended to apply only to 
American workers and their employers. The character of the rem- 
edy, damages vis-a-vis injunction, was not the basis for holding the 
preemption doctrine inapplicable. 

If the conduct involved has been preempted, the states are with- 
out power to entertain criminal,*° injunction,“ or damage actions.‘ 


Refusal by Employees of a Common 
Carrier to Cross a Picket Line 


A necessary and integral part of the right to strike is the right 
of employees of other employers to respect the picket line of the 
strikers. Some significant limitations upon the right to strike are 
contained in sections 8(b)(4) and 8(d) of the N.L.R.A. But these 
restrictions do not render an otherwise lawful strike illegal merely 
because the employees of common carriers respect the picket line.* 
Indeed, a contrary rule would destroy the right to strike since, in 





Workers Union, 224 F.2d 49 (2d Cir. 1955); Capitol Serv. Inc. v. NLRB, 204 F.2d 
848 (9th Cir. 1953); NLRB v. General Drivers Local 968, 225 F.2d 205 (5th Cir. 
1955); Crowley’s Milk Co., 102 N.L.R.B. 996, 998 (1953), enf’d 208 F.2d 444 (3d 
Cir. 1953); Karlton d/b/a Consolidated Frame Co., 91 N.L.R.B. 1295, 1299 ey): 
Lumber & Sawmill Workers Union, 87 N.L.R.B. 937, 939 (1949). But see 
Management Reporting and Disclosure Act § 704 (a), supra note 4. 
* 269 Wis. 338, 358-59, 69 N.W.2d 762 (1955). 
8 - Newberry Co. v. Retail Clerks Local 560, 78 Idaho 85, 298 P.2d 375 


* Retail Clerks Local 560 v. New Co., 352 U.S. 987 (195 

"353 US. 138 (1957). LO ON 

"Id. at 139. 

“UAW v. O'Brien, 339 U.S. 454 (1950); Hill v. Florida, $25 U.S. 538 (1945). 

“ E.g., Garner v. Teamsters Union, "US. 485 (19538). 

“ Electrical Workers Local 426 v. Baumgartners Elec. Constr. Co., 359 U.S. 498 
(1959); Grocery Drivers Local 848 v. Seven-U; erg Bap .. 359 US. 484 (1959); 
San Di —— Trades Council v. Garmon, S. (1 
Pt proven adh og - rent — — ae (961); Cuneo v. 
Plywood Co., 126 N.L.R.B. No. 80 (1960). tant st 
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most cases, it is the inability of the employer to obtain raw materials 
and supplies, rather than replacements for strikers, which provides 
the economic inducement necessary to settle a strike. Hence, it is 
not surprising that the Court consistently has held that state courts 
do not have jurisdiction to compel the employees of a common 
carrier to cross a picket line.** 


Representation Proceedings 


Some states have established election procedures for determining 
the wishes of employees with respect to their collective bargaining 
representative. Such elections have been preempted. They can be 
conducted only by the Board.*® 


Employer Unfair Labor Practices 


The common law did not recognize the existence of employer 
“unfair labor practices.” —The employer was free to refuse to hire 
employees who were members of the union and was free to dis- 
charge employees who joined a union. There was at common law 
no judicially enforceable duty to bargain. Only a few states have 
enacted statutes modifying the common law as applied to employer 
conduct in the labor management field. For this reason, employers 
have had only infrequent occasion to raise the question of exclusive 
federal jurisdiction. It is clear, however, that the rules which bar 
state courts from regulating union activities, such as picketing and 
strikes, apply with equal force to employer conduct regulated under 
the federal law. 

Thus, it has been held that state courts do not have jurisdiction 
under state labor relations laws to require an employer to bargain 
with a union.*® Similarly, the discharge of an employee because 
of his union membership or lack of union membership is a matter 
exclusively within the competence of the Board.‘* A narrowly cir- 
cumscribed exception applies to discharges effected pursuant to a 
union security agreement unlawful under state law.** 


Union Security Agreements 
Section 14(b) of the N.L.R.A. reserves to the states the power to 





“ Teamsters Local 327 v. Kerrigan Iron Works, Inc., 353 U.S. 968 (1957); Gen- 
eral Drivers Local 89 v. Am. Tobacco Co., 348 U.S. 978 (1955); McCrary v. 
Alladin Radio Indus., Inc., 355 U.S. 8 (1957). 

“La Crosse Tel. Corp. v. Wis. E.R. Bd., 336 U.S. 18 (1949); Bethlehem Steel 
Co. v. N.Y. Labor Relations Bd., 330 U.S. 767 — 

“ Guss v. Utah Labor Relations Bd., 353 U.S. 1 (1957). 

“ Plankinton Packing Co. v. Wis. E.R. Bd., 338 U.S. 953 (1950). 

“ Algoma Plywood & Veneer Co. v. Wis. E.R. Bd., 336 U.S. 301 (1949). 
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enact statutes prohibiting union security agreements which require, 
as a condition of continued employment, membership in good 
standing in the union.*® This reservation of state jurisdiction has 
been narrowly construed. It does not, for example, confer upon 
the states jurisdiction to enjoin peaceful picketing which has as 
its purpose the obtaining of a union security contract which would 
be unlawful under state law.®° Nor does it permit states to regulate 
discriminatory discharges unless the discharge is expressly predi- 
cated upon a union security agreement unlawful under a state law 
prohibiting or regulating such agreements.*' Section 14(b) does not 
permit state regulation of any provision of a collective bargaining 
agreement other than the union shop clause. 


Cdn nish tip ote ABP ee 


Substantive Collective Bargaining 
Contract Provisions 


ee ee 


As a result of the recent decision in Teamsters Local 24 v. Oli- 
ver,®2 it is now clear that the doctrine of federal preemption applies 
to the substantive provisions of collective bargaining agreements. 
In Oliver it was contended that a collective bargaining contract 
provision, which required owner-operators of motor vehicle equip- 
ment to be employees of the carrier in whose service they drove 
and which fixed certain minimum lease rates designed to protect 
the wage scale in the contract, constituted a price fixing arrange- 
ment unlawful under state antitrust law. The Court held that 
the challenged contractual provision was within the ambit of man- 
datory bargaining under the N.L.R.A. In reversing the state court 
judgment, the Court stated: 


eee 


| 
i 


Federal law here created the duty upon the parties to bargain 
collectively; Congress has provided for a system of federal law 
applicable to the agreement the parties made in response to 

at duty, Textile Workers Union v. Lincoln Mills, 353 U.S. 
448; and federal law sets some outside limits (not contended 
to be exceeded here) on what their agreement may provide, 
see Allen Bradley Co. v. Local Union, 325 U.S. 797; cf. United 
States v. Employing Plasterers Ass’n, 347 U.S. 186, 190. We 
believe that there is no room in this scheme for the applica- 
tion here of this state policy limiting the solutions that the 
parties’ agreement can provide to the problems of wages and 








“ Compare Railway Employees Dep’t v. Hanson, 351 U.S. 225 (1956). 

(198 ee Workers Local 429 v. Farnsworth & Chambers Co., 353 U.S. 969 
™ Plankinton Packing Co. v. Wis. E.R. Bd., 338 U.S. 953 (1950). 
= Teamsters Local 24 v. Oliver, 358 U.S. 283 (1959). 
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working conditions. Cf. California v. Taylor, 353 U.S. 553, 

566-567.5* 

The same rule will no doubt be applied with respect to the sub- 
stantive provisions of collective bargaining agreements which are 
made unlawful under section 704 (b) of the Labor Management Re- 
porting and Disclosure Act. The Oliver decision does not express- 
ly decide the question of whether contract provisions within the 
“permissive” area of collective bargaining, as distinguished from the 
“mandatory” area, are likewise preempted.** However, the reasons 
underlying the decision in Oliver are applicable to subjects encom- 
passed within the permissive area of collective bargaining. A con- 
trary rule would throw open to state court litigation the question of 
extent of the duty to bargain under the N.L.R.A.®* The disruptive 
effect of such litigation upon industrial relations strongly militates 
against recognizing a distinction between contract provisions con- 
taining permissive vis-a-vis mandatory subjects. 


Violence and Mass Picketing 


The power or jurisdiction of the states to regulate violence and 
mass picketing in the course of labor-management controversies is 
as well settled. Although the states do not have power to declare 
a forfeiture of bargaining rights because of acts of violence or mass 
picketing,®* the states may restrain such conduct. The form which 
the regulation takes is not material. Thus, in dealing with mass 
picketing and violence states may utilize the equity courts,** labor 
relations boards,®* or entertain damage actions in courts of law. 
The refusal of the Court to distinguish between the form of the 
regulation imposed by the states, in cases involving mass picketing 
and violence, again demonstrates that it is the character of the 
conduct which is decisive in determining the applicability of fed- 
eral preemption. 

Internal Affairs of Labor Organizations 


Section 8(b)(1)(A) of the N.L.R.A. specifically disclaims any in- 
tent to “impair the right of a labor organization to prescribe its 





= Td. at 296. 
™ Cf. NLRB v. Borg-Warner Corp., 356 U.S. 342, 349 i 
® See, e.g., Ama ted Ass’n v. Wis. E.R. Bd., 340 US. 


, 398-99 (1951). 
* Cf. B Local 1111 v. Wis. E.R. Bd., 315 U.S. 740, 751 11943), 

oF lv. Rainfair, Inc., 355 US. 131 ag om 

* UAW v. Wis. E.R. Bd., 351 U.S. 266 (1956); Bradley Local 1111 v. Wis. 
E.R. Bd., 315 U.S. 740 (1942). 

* UAW v. Russell, 356 U.S. 684 (1958); United Constr. Workers v. Laburnam, 
347 US. 656 (1954). 
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own rules with respect to the acquisition or retention of member- 
ship therein.” But, as O’Brien*® demonstrates, it does not follow 
that the N.L.R.A. leaves the regulation of the internal affairs of 
labor organizations entirely to the states. 

One of the early preemption cases, Hill v. Florida,®* held invalid 
a state statute providing for the licensing of union representatives 
and the filing of certain reports. Failure to comply with this law 
resulted in a forfeiture of the right to act as a bargaining agent. 
The sanction “imposed, and not the duty to report, [brought] about 
a situation inconsistent with the federally protected process of 
collective bargaining.”’® 

In light of O’Brien and Hill it seems clear, as previously sug- 
gested,®* that state jurisdiction to regulate the internal affairs of 
labor organizations has been preempted in those instances in which 
such regulation impinges upon the processes of collective bargain- 
ing.** On the other hand, Gonzales** makes it equally clear that 
the N.L.R.A. does not limit the power of the states to regulate the 
internal affairs of labor unions insofar as the acquisition and re- 
tention of union membership is concerned. 

The status of the law of preemption in the area of internal 
affairs has been modified somewhat by the Labor Management Re- 
porting and Disclosure Act. This Act, which establishes detailed reg- 
ulation of the internal affairs of labor organizations, specifically dis- 
claims any general intention to preempt the field.** However, state 
authority is preempted in two situations. 

Title III of the Labor Management Reporting and Disclosure Act 
establishes regulations dealing with the imposition and removal of 
trusteeships by labor organizations upon subordinate bodies. Sec- 
tion 306 provides that “upon the filing of a complaint by the Sec- 
retary [of Labor], the jurisdiction of the District Court over such 
trusteeship shall be exclusive, and the final judgment shall be res 
judicata.” A contemporaneous or subsequent state proceeding in 
such circumstances would be preempted. 

Second, under Title IV of the Labor Management Reporting 
and Disclosure Act the administrative remedy for challenging in- 





” See note 16 supra. 

* 325 U.S. 538 (1945). 

“Id. at 543. 

* See note 16 supra. 

“ However, the duty of a labor organization to represent all within the bar- 
— unit without hostile discrimination on account of race is not preempted. 

“y v. Oil Workers, 350 U.S. 892 (1955). See also Syres v. Oil Workers, 257 F.2d 

479 (5th Cir. 1958), cert. denied, 358 US. 929 (1959). 

PS ee nev Ass’n of Machinists v. Gonzales, US. 617 (1958). 

bor-Management Reporting and Disclosure Act § 603, supra note 4. 
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ternal union elections which have been conducted is exclusive.‘ 
Under this provision neither the state nor the federal courts may 
entertain an original action to set aside an election conducted 
by a labor organization. 


SOME JUSTICIABLE CASES AND CONTROVERSIES 


From time to time the Board established varying dollar volume 
standards for the exercise of its jurisdiction under the N.L.R.A. 
Currently, for example, the Board will not exercise jurisdiction 
over a retail concern unless it does a gross business of at least 
$500,000 per year. Many businesses which affect interstate com- 
merce, thereby bringing them within the jurisdictional power of 
the Board, do not meet the standards established by the Board 
for exercising its jurisdiction. Inevitably, the question of state 
jurisdiction to regulate controversies involving employers whose 
business affected interstate commerce, but which was not sufficient 
to bring the employer within the standards established by the 
Board, came before the courts. It was held that the state power 
was preempted even though a class of cases resulted in which there 
was no remedy for either unicn or employer unfair labor practices.°* 

Section 710 (a) of the Labor Management Reporting and Disclo- 
sure Act, which will become section 14 (c) of the N.L.R.A., modified 
this rule by providing that; 


(1) The Board, in its discretion, may, by rule of decision or 
by published rules adopted pursuant to the Administrative 
Procedure Act, decline to assert jurisdiction over any labor 
dispute involving any class or category of employers, where, 
in the opinion of the Board, the effect of such labor dispute 
on commerce is not sufficiently substantial to warrant the 
exercise of its jurisdiction: Provided, That the Board shall 
not decline to assert jurisdiction over any labor dispute over 
which it would assert jurisdiction under the standards pre- 
vailing upon August 1, 1959. 

(2) Nothing in this Act shall be deemed to prevent or bar 
any agency or the courts of any State or Territory (including 
the Commonwealth of Puerto Rico, Guam, and the Virgin 
Islands), from assuming and rage jurisdiction over labor 
disputes over which the Board declines, pursuant to para- 
graph (1) of this subsection, to assert jurisdiction. 


This amendment will no doubt give rise to a flood of litigation 





* Id. § 403. 

*Guss v. Utah Labor Relations Bd., 353 U.S. 1 (1957); Amalgamated Meat 
Cutters Local 427 v. Fairlawn Meats, Inc., 353 U.S. 20 (1957); San Diego Bldg. 
Trades Council v. Garmon, 353 U.S. 26 (1957). 











March] FEDERAL PREEMPTION 298 


before its meaning and impact is established. For example, does 
reference to “labor dispute” include representation proceedings? 
Is it necessary to first apply to the Board before commencing a 
state court action where the applicability of the standards is un- 
clear?®* Moreover, may Congress constitutionally confer upon an 
administrative agency the power to contract, at will, state jurisdic- 
tion over labor-management relations? Although the Board is pre- 
cluded from increasing its dollar volume standards, the Labor 
Management Reporting and Disclosure Act contemplates the possi- 
bility that the Board may increase its jurisdiction by lowering its 
dollar volume standards. Any increase in the Board’s jurisdiction 
would necessarily operate to decrease the jurisdiction of the sev- 
eral states. Finally, may either Congress or the Board differentiate, 
for the purposes of determining the coverage of the N.L.R.A., be- 
tween two retail employers having the same volume of interstate 
purchases merely because of a difference in gross volume of sales? 
These are but a few of the unresolved problems apparent on the 
face of the law. 


CONCLUSION 


Over forty cases involving, either directly or indirectly, the issue 
of preemption in the labor field have been decided by the United 
States Supreme Court. Many questions have been put to rest, but 
many remain to be considered. However, in keeping with the 
stated purposes of this article, I close without suggesting the 
course which such litigation will take. 





Cf. sapeiier Court v. State ex rel. Yellow Cab Serv., Inc., 361 U.S. 373 (1960); 
N rt News Shipbuilding & Dry Dock Co. v. Schauffler, 303 U.S. 54, 57-58 
(1938); Myers v. Bethlehem Shipbuilding Corp., 303 U.S. 41, 50-51 (1938); 
NLRB, RULEs & REGULATIONS ooo 

“On October 2, 1958, the d announced its new standards which modi- 
fied somewhat its original proposals. The new standards are: 

“1. Nonretail: $50,000 outfiow or inflow, direct or indirect. 

“2. Office buildings: Gross revenue of $100,000 of which $25,000 or more 
is derived from organizations which meet any of the new standards. 

“3. Retail concerns: $500,000 gross volume of business. 

“4. Instrumentalities, links, and channels of interstate commerce: $50,000 
from interstate (or linkage) part of enterprise, or from services performed 
for er in commerce. 

“b. ic utilities: $250,000 gross volume, or meet standard 1 et 

“6. Transit Tonoes $250,000 gross volume. (Except taxicabs, to whi 
the retail test ($500,000 gross volume of business) shall apply. 

“1, N and communication Radio, ion, telegraph, 


. Newspapers 
and telephone: $100,000 volume. Newspapers: $200,000 gross volume. 
“8. National defense: Substantial impact on national defense. 
“9. Business in the Territories and District of Columbia: D.C—Plenary. 
*- Territories—Standards apply. 
“10. Associations: Regarded as single employer.” 
23 N.L.R.B. ANN. Rep. 8 (1958). is co 














Comment 


SALES: SALES DISTINGUISHED FROM 
OTHER DISTRIBUTION TRANSACTIONS 


The Uniform Sales Act has given rise to a set of rights and rem- 
edies for sales contracts which are distinct from common law rights 
and remedies applied to contracts for work, labor, and materials. 
In most litigated contracts a court has no difhculty in determining 
whether the transaction is a sale or a contract for work and labor. 
But in a significant minority of contracts in which both work and 
labor are furnished and goods are transferred, courts have had some 
difficulty in determining which law to apply. While usually con- 
cluding that the entire transaction is a sale or a common law con- 
tract, courts have followed different lines of analysis: 

(1) Some jurisdictions apply an incidental or essence test. Look- 
ing at the entire transaction, they determine whether the goods or 
the labor is the most important element of the contract.? 

(2) Others classify these dual nature contracts by reference to 

the definition of “sales” found in the Statute of Frauds. Those 
agreements which must be put into writing under the terms of 
the Statute are sales; those contracts which need not be written 
are not sales.* 
Because a number of transactions fall within this ambiguous area 
and because there are significant differences between the rights of 
the parties depending upon whether the contract is one for work 
or labor or a sale, it is important to analyze and understand these 
various rationales. 

*See Unirorm Sates Acr §§ 41-51; Wis. Stat. §§ 121.41-51 (1957). oo, cee 
the provisions of the Uniform Sales Act with Manitowoc Steam Boiler 
Manitowoc Glue Co., 120 Wis. 1, 97 N.W. 515 (1903), which explains the doc- 
trines of substantial performance and acceptance as they to building con- 
tracts. See also M: v. School Dist. Ne. 6, 124 Wis, 84. 10g N.W. $56 41905) 
and Nees v. Weaver, Wis. 492, 269 N.W. 266, 107 A.L.R. 1405 (1936). 


2 Most courts use the “incidental” terminology. See Foley Corp. v. Dove, 101 
A2d 841 (D.C. Munic. Ct. App. 1954); Fredrick Raff Co. v. Murphy, 110 Conn. 
pte he 147 Aa. 709 E dromtad eri Bes We Len, 81 N.H. 427, 128 Atl. 343 4 

‘pp. 277 Ci Pt. 1982); York Heating & V Set Tag gah 
t. Y en v. Flannery, 
eS" 19 el ; Stammer v. Mulvaney, 264 Wis. 244, 58 N.W.2d 671 


eg ee Implement Co. v. Hintze, 92 Utah 264, 67 P.2d 632 ge 
tion, 





Inc. v. — Ass’n of Credit Men, 34 Wash.2d 55 
Pas 358 But see, Poole Eng’r & Mach. Co. v. Swindell, 161 Md. 571, 
157 Atl. mt ase), 
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INCIDENTAL OR ESSENCE TEST 


The incidental or essence test has been adopted by the majority 
of American and English courts. The terms, apparently synony- 
mous, classify dual nature contracts by the relative importance of 
the goods or services. If the goods are subordinate to the work 
and labor or if the materials supplied are merely ancillary to the 
work and labor, then the contract falls outside the Sales Act. On 
the other hand, even though the contract requires skill, labor, and 
service, courts will find a sale if the ultimate purpose is to supply 
a complete article. The terms “incidental” and “essence” are short- 
hand conclusions used by courts to classify transactions as sales or 
contracts for services. 

Typically courts using this method of analysis do not refer to 
the Uniform Sales Act to define the nature of the disputed contract. 
The reason is that courts find themselves compelled to look else- 
where for a suitable method of classification when they find that 
such contracts do not fall squarely within the defined scope of the 
Act. The Act encompasses only contracts for the transfer of prop- 
erty in goods.’ Goods are defined as chattels personal, emblements, 
industrial growing crops, and things attached to the land which 
are agreed to be severed by the terms of the contract.* Contracts 
requiring the transfer of labor and goods obviously cannot be so 
narrowly defined. 

Stammer v. Mulvaney,’ the only Wisconsin decision employing 
the incidental test, demonstrates particularly this lack of reliance 
on Sales Act definitions. In that case plaintiff agreed to furnish all 
labor and material under a plumbing contract. When defendant 
changed building specifications, plaintiff withdrew from the job 
and sued on an account for labor and material performed and 
furnished. Defendant counterclaimed for damages based on plain- 
tiff's negligence for failure to supply an adequate septic tank. 
Plaintiff's reply to the counterclaim was that he was not liable for 
breach of warranty® because defendant did not comply with section 
121.49 of the Wisconsin statutes by giving seasonable notice of the 
defect and his intent to claim damages. The trial court sustained 





‘Farnsworth, Implied Warranties of Quality in Non-Sales Cases, 57 CoLum. 
L. Rev. 653, 664 (1957). 

* Wis. Stat. § 121.01 (1957). 

* Wis. vis. 344, 121.76 ( y= 

* 264 Wis ode N.W.2d 671 om. 

* Both the trial court and plaintiff assumed that defendant was counterclaim- 
ing for breach of warranty and the case was tried on that theory. 
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the reply. On appeal the supreme court found the contract was 
not a sale; therefore, section 121.49 did not apply. Without citation 
of statutory or case authority the court applied the incidental test 
to classify the contract and to distinguish Stammer from prior 
Wisconsin sales cases in which the court had assumed the contracts 
in issue to be sales. Nonetheless, in Stammer the court distinguished 
the plumbing contract from the earlier contracts because in them 
the work was incidental to the sale, while in Stammer the sale was 
incidental to the work.®° 

In Stammer, the test appears unique. No attempt is made to 
relate it to the Sales Act definitions, nor is any attempt made to 
relate it to common law authority. The test requires only a cursory 
exercise of the court’s sensitivity for the theoretically appropriate 
conclusion that this contract falls outside the Sales Act. 

A closer examination of Stammer, however, reveals that to some 
extent the test is used as a substitute for traditional contract term- 
inology. For example, one of the court’s first considerations had 
to be whether the contract was entire or severable, though these 
terms were not used. Plaintiff initiated his suit on an account for 
work and labor, but he replied to defendant's counterclaim on the 
theory that the transfer of a septic tank was a sale. Had the court 
found for plaintiff on both counts a fortiori it would have found 
the contract severable. Instead the court found that the sale was 
incidental to the work. Inherent in the term incidental is the find- 
ing that the transaction is entire.” 

Similarly, although the court did not speak in traditional terms 
of intent or purpose, that consideration is also inherent in the 
term “incidental.” At one point the court mentioned that it could 
not conceive of a sale where no prices were quoted per item and 
where only a lump-sum price was given; at another point it stressed 
the fact that the action was brought as an account for work and 





* The court specifically distinguishes Lumbermens Mut. Cas. Co. v. S$. Morgan 
Smith Co., 251 Wis. 218, 28 N.W.2d 343 (1947) and impliedly distinguishes for 
the same reasons Simonz v. Brockman, 249 Wis. 50, 23 N.W.2d 464 (1946) and 
Ace Eng’r Co. v. West Bend es Se 244 Wis. 91, 11 N.W.2d 627 (1943). 


* Other cases exem Schroeder v. Lodge No. 
$04, 242 Iowa 1297, toe! 49 1S NWS 880, 880, 882 ash), C Carlson, Holmes & Brom- 


=, Inc. v. M. L. Stewart & Co., 147 Mise. ¢ 607, 264 N.Y. Supp. 277, 279 (Sup. 
t 

Some jurisdictions ¢ employing the incidental test use traditional contract 
analysis. Fredrick v. Murphy, 110 Conn. 234, 147 Atl. 709 (1929); 
Perlmutter v. Beth David Hosp., 308 N.Y. 100, 104, 123 N.E.2d 792, 793 1954); 
York Heating & Ventilating Co. v. Flannery, 87 Pa. oo te 19, 23 (1926); Sidney 
Stevens Imp: t Co. v. Hintze, 92 Utah 264, 67 P.2d 632 fos7). ” Crystal 
Recreation, Inc. v. Seattle Ass’n of Credit Men, 34 Wash.2d 553, 561, 209 P.2d 
358, 361 (1949); Ladd v. Reed, 320 Mich. 167, 170, 30 N.W.2d 822, 823 (1948). 
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labor. But it said nothing concerning intent or purpose; implicit 
in the court’s determination that the sale is the subordinate part of 
the contract is the finding that the parties intended a contract for 
work and labor." 


STATUTE OF FRAUDS OR MASSACHUSETTS RULE 


Traditionally, the definition of “sale” which applied to the 
Statute of Frauds has been found useful in distinguishing sales from 
other types of contracts. The reason for the Statute’s influence now 
seems essentially historical. Prior to the Sales Act the Statute of 
Frauds required certain contracts for the sale of goods to be in 
writing. Parties engaged in oral contracts for the transfer of prop- 
erty worth more than fifty dollars were forced to argue, unless their 
contract was partially performed, that their contracts were not sales 
within the formal requirements of the Statute of Frauds in order 
to maintain an action on the contract. Since contracts for work 
and materials did not fall within the proviso, parties argued that 
their contracts were not sales but were contracts for work and 
labor. The courts thus had to define and distinguish sales from 
other transactions for purposes of the writing requirement. 

Although four rules evolved under the Statute of Frauds by which 
courts distinguished between sales and other contracts,* the most 
widely accepted was the Massachusetts rule. This rule exempted 





“ In York Heating & Ventilating Co. v. Flannery, 87 Pa. Super. 19 (1926), 

the court spoke explicitly in terms of intent. 

“The rules are summarized in Farnsworth, supra note 4, at 663, as follows: 
“Four distinct rules were devised at common law. (1) The ‘English rule’ 
was stated in Lee v. Griffin: 

If the contract be such that, when carried out, it would result in the sale 
of a chattel, the party cannot sue for work and labour; but, if the result 
of the contract is that the party has done work and labour which ends 
in nothing that can become the subject of a sale, the party cannot sue 
for goods sold and delivered. 

(2) The ‘essence test’ of Clay v. Yates appears to be the rule today applied 

by English Courts. It makes the distinction on the basis of ‘whether work 

is the essence of the contract or whether it is the materials supplied.’ 

(3) The ‘New York rule’ was that a contract for goods to be manufactured 

was not within the statute, while a contract for goods already in existence 

was within the statute. 

(4) The ‘Massachusetts rule’ has been adopted by the Uniform Sales Act, 

which provides: __. 
but if the goods are to be manufactured by the seller especially for the 


buyer and are not suitable for sale to others in the course of 
the seller’s business, the provisions of this section [the Statute of Frauds] 
shall not apply.” 


See Lee v. Griffin, 1 B.&S. 275, 121 Eng. Rep. 716 (1861); Clay v. Yates, 1 H.&N. 
73, 156 Eng. Rep. 1123 (1856); Robinson v. Graves [1935] 1 K.B. 579; Parsons v. 
Loucks, 48 N.Y. 17 (1871); Goddard v. Binney, 115 Mass. 450 (1874). See also 2 
Corsin, Contracts §§ 476-77 (1950); 1 WILLISTON, SALEs §§ 54-55 (rev. ed. 1948); 
Gower, Book Review, 61 YALE L.J. 1103, 1107 (1952). 
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from the formalities required by the Statute” contracts for goods 
to be especially made for the buyer and not salable in the ordinary 
course of the seller’s business. The Uniform Sales Act later adopted 
this same rule, and as a result some question now remains whether 
the Massachusetts rule applies solely to the section in the Sales Act 
which requires certain contracts to be in writing, or whether it 
retains the broader effect of defining “sales” for purposes of the 
entire Act. Courts have taken three different positions on the ques- 
tion: (1) One jurisdiction concludes that the Massachusetts rule 
determines which contracts within the Sales Act need to be in 
writing, but that the rule does not define sales for purposes of the 
entire Act.** (2) Others conclude that a contract which falls within 
the definition of the Massachusetts rule is not a sale for purposes 
of the Statute of Frauds and is not a sale within the Uniform Sales 
Act.*® (3) Still others do not explain how the Statute of Frauds test 
(Massachusetts rule) relates to the problem of distinguishing sales 
from other transactions. Cases in the latter group are confusing 
to the reader. Courts will often hold or make a finding that the 
sale is incidental to the work, and then for good measure will add 
that a contract for work or labor is not a sale for purposes of the 
Statute of Frauds. Obviously, two distinct doctrines which involve 
irreconcilable lines of reasoning are in effect being used as dictum 
and holding in a single decision.** 

The Maryland court adopts the first view that the Massachusetts 
rule does not define sales for purposes of the entire Act. Its reason- 
ing is based on a close reading of section 4(2) of the Uniform Sales 
Act.”" and is as follows: 





* Before the adoption of the Sales Act, this test was known as the “Massa- 
chusetts rule” deriving its name from an 1874 case, Goddard v. Binney, 115 
Mass. 450 (1874). . 

* Poole Eng’r & Mach. Co. v. Swindell, 161 Md. 571, 157 Atl. 763 pg > 

* Sidney Stevens Implement Co. v. Hintze, 92 Utah 264, 67 P.2d (1937); 
Crystal a _ Inc. v. Seattle Ass'n of Credit Men, 34 Wash2d 553, 209 
P.2d 358 (1949). 

o Fredrick Raff Co. v. ey , 110 Conn. 234, 147 Atl. 709 (1929); Stammer 
v. Mulvaney, 264 Wis. 244, -W.2d 671 (1953). See also Rino v. Statewide 
hare ree & Heating Co., 74 Idaho 374, 262 P.2d 1003 (1953) which follows the 
incidental rule but cites a case following the Statute of Frauds test as its 
authori 


ty. j 
i apron j — ) £1987) on apply to crery ser 
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. . . section 4 of the act deals exclusively with the relation of 
the Statute of Frauds to the law of sales, and the language of 
the exception is expressly limited to the section in which it 
occurs, and does not, therefore limit or qualify the lan 

of any other section. . . . No such qualification is found [in 
other sections of the Act] and it must be assumed that those 
sections were intended to cover sales of goods . . . whether 
such goods were or were not manufactured especially for the 
buyer, and whether they were or were not suitable for sale to 
others in the ordinary course of the seller's business.** 


The Utah court is an example of a jurisdiction which has taken 
the position that contracts that fall within the Massachusetts rule 
are not sales under the Act. That court in Sidney Stevens Imple- 
ment Co. v. Hintze*® stated that sections 5 and 76 of the Uniform 
Sales Act,?° which govern contracts for goods to be manufactured, 
both use the language “after the making of the contract to sell,” and 
that this language presupposes that before the sections become ap- 
plicable, a contract to sell must be made. The court, therefore, 
concludes the following: 

If . . . a contract is one for work . . . it is not a contract of 


sale and consequently would not come within the definitions 
contained in sections 5 and 76. These two sections, therefore, 


do not contain any new rule expanding the law of sales to 
include within its purview a transaction which is not a “con- 
tract to sell,” nor does the act contain any definition of a “con- 
tract to sell” which enlarges its scope so as to eliminate the 
distinction, existing before the creation of the Uniform Sales 
Act, between a contract of sale and a contract for work. . . .? 


The Utah court finds on the basis of this reasoning that a trailer 
body especially manufactured for the buyer and not salable in the 
ordinary course of the seller’s business was not a sale within the 
Sales Act. 


ase. Eng’r & Mach. Co. v. Swindell, 161 Md. 571, 594, 157 Atl. 768, 767 
“92 Utah 264, 67 P.2d 632 age 
* The ent portion of the UNirorm Sates Acr § 5 reads: 
which form the sub of a contract to sell may be either 
y the seller, or to be manufac- 
¢ contract to sell, in 





3 includes emblements, industrial 

attached to or form part of the land are agreed to be 
before sale or under contract of sale.” (Emphasis ) 
tevens Implement Co. v. Hintze, 92 Utah 264, 67 P.2d 632 (1937). 
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Professor Williston, speaking as one of the draftsmen of the Uni- 
form Sales Act, suggests that the latter reasoning is erroneous and 
to be avoided: 


. . . though a contract for goods to be made to order may not 
be a contract for a sale within the meaning of the Statute of 
Frauds if it is contemplated that special work and labor by 
the seller shall go into it, it is, nevertheless, a contract of sale 
for other purposes. There can, in fact, be no doubt that the 
price is promised for the completed article, not for the work 
and materials which have gone into its manufacture.” 


But this point of view assumes its own conclusion. It is precisely 
because the contract is ambiguous and unclear that the court is seek- 
ing a definition in the Statute of Frauds. 

Both views are defensible depending upon which premise a 
court chooses to begin its analysis. Should a court find that prior 
to the Sales Act, it used the Massachusetts rule for defining a sale, 
then it may feel bound by stare decisis to continue to use this defi- 
nition. This would be especially true: (1) because nothing in the 
Sales Act clearly explains whether dual nature contracts are to be 
classified as sales, and (2) because there is no reason why the Massa- 
chusetts rule may not serve the double function of determining the 
writing requirement under section 4(2) of the Uniform Sales Act 
and yet be used as a judicially recognized test for determining the 
definition of a sale governing ambiguous contracts involving both 
materials and labor. On the other hand, courts which did not fol- 
low the Massachusetts rule prior to adopting the Sales Act may 
reason that the rule is best restricted to section 4 and that adopting 
the incidental test or some other rule would allow them greater 
flexibility in interpretation. 

Wisconsin falls within the third group of courts which has not 
clearly distinguished between the Massachusetts rule and the inci- 
dental test. In Stammer the Wisconsin court apparently adopted 
the incidental test, for the court used that rule to distinguish prior 
sales cases. Yet the court also referred to the fact that a contract 
for work and labor was not a sale within the Statute of Frauds, al- 
though it made no attempt to relate the two rules. As a conse- 
quence, since the court leaves the reference to the Statute unex- 
plained and since the incidental test seems to be the working premise 
of the decision, one should probably treat the former as being 
superfluous. 


There is yet another complication. In 1882, Wisconsin, in 





™3 WILLIsTON, SALES § 563 (rev. ed. 1948). 
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Meincke v. Falk,?* adopted the Massachusetts definition of a sale 
for purposes of the Statute of Frauds. It continued to use this 
definition until the Uniform Sales Act was passed, which codified 
the Massachusetts definition of a sale under section 4(2). Therefore, 
the argument could be made that in spite of the incorporation of 
the Massachusetts rule into the Sales Act, Wisconsin should con- 
tinue to follow the same rule in defining sales for the entire Act. 
This would be consistent with Meincke, but Stammer makes no 
reference to Meincke or to any of the cases following that deci- 
sion.** Stammer thus does not foreclose this argument. However, 
because there is some showing that the intent of the Sales Act was 
to restrict the effect of the Statute of Frauds,** the better reasoning 
is probably that Wisconsin has now restricted the holding of 
Meincke to section 4(2) of the Uniform Sales Act and has adopted 
the incidental test as a means of distinguishing sales from other 
contracts. 


CONSIDERATIONS AFFECTING THE APPLICATION 
OF THE INCIDENTAL AND MASSACHUSETTS TEST 


Nature of the Property Transferred 


Under both the incidental and Massachusetts tests the nature of 
the property transferred has a strong influence on whether the 
court finds the contract to be one for work and materials or a sale. 
For instance, by its terms the Statute of Frauds test is concerned 
with whether the property is unique—whether it is specially made 
for the buyer and not ordinarily salable by the seller. The evidence 
required to bring a contract under this rule is not based on the 
amount of work which necessarily goes into the manufacture of the 
product, nor is it based on whether the finished product retains 
principally a chattel or fixture nature. Specially cut pieces of glass 
adaptable to certain size windows,”* or lumber pre-cut for counter 
tops or other restaurant fixtures?’ comes within the test, as would 
a truck trailer made to certain weight specifications for a buyer’s 
truck.2® In each of these situations, the objective nature of the 
property itself does the classifying. 





%55 Wis. 427, 13 N.W. 545 (1882). 
* Agnew v. Baldwin, 136 Wis. 263, 116 N.W. 641 (1908); Central Lithograph- 
ing & Engraving Co. v. Moore, 75 Wis. 170, 43 N.W. 1124 (1882). 
™See note 22 supra. 
* Brown & Haywood Co. v. Wunder, 64 Minn. 450, 67 N.W. 357 (1 
o— Inc. v. Seattle Ass'n of Credit Men, 34 Wash.2d 553, 209 
( 
sidney Stevens Implement Co. v. Hintze, 92 Utah 264, 67 P.2d 632 (1937). 
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The influence that the property transferred has on the applica- 
tion of the incidental test is not so clearly defined. Courts using 
this test seem to look to the contract as a whole in classifying it. 
As a consequence, the type of property is only one factor among 
many which helps a court make its finding. Contracts transferring 
goods such as lumber, heating and plumbing fixtures are typically 
found to be service contracts if the products are to be affixed to, 
incorporated into, or integrated with the buyer’s property. The 
rationale is that title in these products does not pass until they are 
affixed or that the parties never intended a sale of the materials as 
such, Courts concede that goods such as lumber and heating fix- 
tures could be the subject of a sale, but in the context of a contract 
requiring more than a transfer, they are subordinate to or inci- 
dental to the work that is required. In the service contract these 
goods are not in a finished state; they are the “raw materials” of a 
product to be made under the terms of the contract.”® 

The disturbing thing about the incidental test is that the amount 
of labor which must be employed in transforming the “raw ma- 
terial” into the finished product seems to be a relative factor, thus 
making it difficult to determine when the contract will remain a 
sale and when it will come within the common law. 

An English court has applied a fixture analysis in one case in 
finding that a contract to install and supply a cocktail cabinet was 
a contract for work and labor.*° Though the cabinet was to be 
attached merely on two pivots, at that stage of installation the 
cabinet became a fixture, and the contract fell outside the English 
Goods Act. The purchaser received no rights under the contract 
until the nature of the property had changed from chattel to fixture. 
This is an extreme position. Very little work is involved in affixing 
the cabinet to the freehold, but nonetheless the contract is found 
to be one for work and labor. 

On the other hand, the Wisconsin court requires a greater 
amount of work in installation before it found a contract to be 
other than a sale. In Stammer the Wisconsin court explains that 
installation of the goods transferred does not of itself prevent a 





* Steiger Terra Cotta & wes A Works v. City of Sonoma, 9 Cal. App. 698, 
100 Pac. 714 (1909); Fredrick Co. v. Murphy, 110 Conn. 234, 147 Atl. 709 
1929); Rino v. Statewide Plumbing & Heating Co., 74 Idaho 374, 377, 262 P.2d 
003, 1005 (1953); Brown & Haywood Co. v. Wunder, 64 Minn. 450, 67 N.W. 
357 (1890); Volk v. Evatt, 11 Ohio Supp. 112 (1943); see also Lord v. Wooley, 
82 . 656, 144 N.Y. Supp. 385 (Sup. Ct. 1913); Johnson v. Hunt, 11 Wend. 


-Y.) 137 (1834). 
Oe Brooks i Pty. Ltd. v. Rothfield, (1951) Vict. L. R. 405, noted in 6 
Res JUDICATAE 12 (1952). 
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sale of goods. The court points out that many cases arising under 
the Sales Act require installation, and therefore the plumbing con- 
tract in Stammer cannot be distinguished from a sales contract on 
that point alone. Prior to Stammer, the Wisconsin court held a 
contract to furnish, deliver, and install hydroelectric generation 
equipment to be a sale.*? Likewise, a contract to deliver and install 
a soda fountain** and a contract to sell, construct, and install fire- 
boxes and burners as part of a heating system** were assumed to be 
sales. The conclusion to be abstracted from these cases is that con- 
tracts will shade by degrees into service contracts when the nature 
of property transferred is such as to require greater and greater 
amounts of labor in assembling the finished product or in installing 
it and affixing it to the property of the buyer.** Thus, when the 
parties express no intent as to whether theirs is a sale or service 
contract, the contract viewed as a whole will serve as an index of 
classification. 

The above conclusion, however, must necessarily be qualified in 
instances where the court has not analytically addressed itself to 
the problem of classification. One can not, for example, place too 
much emphasis on such contradictory cases as Manitowoc Steam 
Boiler Works v. Manitowoc Glue Co.,35 where the court assumed 
a heating contract to be one for work and labor, and Ace Eng’r Co. 
v. West Bend Malting Co.,** where the court assumed a heating 
contract to be a sale. 


Equitable and Policy Considerations 


Public policy and equitable considerations tend to influence 
courts’ application of the incidental test. When classification of a 
contract as a sale would bring about an unduly harsh result or 
would place one of the parties in a basically inequitable position, 
courts may use such a result as one of the reasons for classifying 
a contract as one for service. The converse is equally true. Where 
courts have determined that certain sections of the Sales Act have 
produced desirable results from a policy standpoint, such results 
may expedite the court’s finding a sale. The use of policy consid- 
erations is influential on at least three different levels: 





™Lumbermens Mut. Cas. Co. v. S. Morgan Smith Co., 251 Wis. 218, 28 
N.W.2d 343 (1947). 


“Simonz v. Brockman, 249 Wis. 50, 23 N.W.2d 464 (1946). 

* Ace Eng’r Co. v. West Bend Malting Co., 244 Wis. 91, 11 N.W.2d 627 (1948). 
“See VoLD, SALEs § 4 (2d ed. 1959). 

* 120 Wis. 1, 97 N.W. 515 (1903). 

“See note 33 supra. 
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(1) In some cases the equitable considerations remain latent; 
these cases lend themselves to interpretation on a multiple level, 
but should be read with a great deal of caution because of the 
court’s reticence. 

(2) In other cases the court mentions by dictum its concern for 
any ultimate unfairness. 

(3) In others the court becomes primarily concerned with public 
policy. Findings as to the amount of work involved in the contract 
or whether the sale is incidental to the labor are subordinated or 
not even mentioned as reasons for the decision. 

In Stammer any equitable considerations are latent. There plain- 
tiff sued on a common law theory of action for work performed 
and material furnished. He replied to defendant’s counterclaim 
on a statutory theory. Had the court sustained plaintiff's reply, 
plaintiff would successfully have avoided the consequences of his 
own negligence while collecting the full contract price, merely 
because defendant did not assert his claim early enough under sec- 
tion 121.49 of Wisconsin statutes.*7 (Under plaintiff's allegations 
he would have had the full period of the statute of limitations 
within which to bring his action, but defendant would have been 
foreclosed from recovering damages because his action was not ini- 
tiated within the reasonable time required under section 121.49.) 
Policy alone militates against plaintiff's setting up a technical stat- 
utory defense not applicable to common law contracts, particularly 
when such defense would allow plaintiff to receive full payment 
for a faultily performed contract. This point was not discussed in 
Stammer; nonetheless the equitable considerations are a part of the 
nature of the action and one wonders if the court was not influenced 
by it. One could not say the court classified the contract as one for 
work and labor solely to avoid a possible harsh result imposed by 
a section of the Sales Act, but it is conceivable that such hardship 
had some influence. 

One recent New York case** uses the fact that the implied war- 
anty provisions of the Sales Act may cause an inequitable result 





* Wis. rage 8 Lea 4 (1957): mr , 
“In the absence of express or implied agreement of the parties, acceptance 
id tha quake by Ge, beet Gin oo the sellet from liability in 
or other legal remedy for breach of any promise of warranty in 
the contract to sell or the sale. But, if, after acceptance of the goods, the 
fails to give notice to the seller of the breach of any promise or 
warranty within a reasonable time after the buyer knows, or ought to 
know, of such breach, the seller shall not be liable therefor.” (Emphasis 
added.) 
* Perlmutter v. Beth David Hosp., 308 N.Y. 100, 123 N.E.2d 792 (1954). 
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as supporting dictum for its conclusion that a contract is one for 
service. In that case, plaintiff, after suffering ill effects caused by 
impurities found in blood given him in a transfusion, sued de- 
fendant hospital for breach of warranty. The court held that the 
transaction was not a sale. Plaintiff had gone to the hospital, not 
to purchase medicine, but to receive care and service, and therefore 
no warranty could be implied. In addition, the court indicated 
that to imply a warranty for a blood transfusion would make a 
hospital a virtual insurer in a situation where the hospital had no 
means of detecting the presence of harmful viruses in the blood. 
The court summarized that: 


The art of healing frequently calls for a balancing of risks and 

dangers to a patient. Consequently, if injury results from the 

courses adopted, where no negligence or fault is present, lia- 

bility should not be imposed upon the institution or agency 

actually seeking to save or otherwise assist the patient. 
Two policy considerations can be denoted in the case: (1) The 
court is unwilling to burden defendant with warranty provisions 
of the Sales Act. To do so would be to make defendant an insurer. 
(2) Such burden would be especially inequitable because defendant 
hospital is dedicated to public service. Of the two considerations, 
the former is most significant here, for it illustrates another type 
of argument available to an attorney attempting to classify an 
ambiguous contract.*° 

Cases involving restaurateur’s serving of food for consumption 
on the seller’s premises illustrate the level of reasoning that places 
primary importance on policy. Historically, courts were reluctant 
to classify the furnishing of food for immediate consumption as a 
sale because an implied warranty of wholesomeness would then 
attach to the transaction. As a matter of policy the implication of 
a warranty would lead to an undesirable result: It would make 
the proprietor of a restaurant a virtual insurer and it would shift 
liability to him without proof of negligence on his part. Since 1911 
there has been a trend away from the above view, and today the 
majority of courts which have faced the question favor implying a 
warranty for food sold and consumed in restaurants. Their reason- 
ing is also based on policy: The restaurateur impliedly holds him- 
self out as a dispenser of wholesome food and the customer relies 
on such representation; the restaurateur is in a better position than 
his patron to discover the deleterious qualities of the food; and 


“Id. at 107, 123 N.E2d at 795. 
“ For other cases illustrating such reasoning see Annot., 59 A.L.R.2d 768 (1958). 
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“public policy and public health and safety are of such importance 
as to demand that such an obligation be imposed.”*! In addition, 
courts often point out that no sound logical distinction can be 
drawn between the transfer of food to be consumed in the home of 
the purchaser and the transfer of food to be consumed in the restau- 
rant. Because the former transaction is invariably considered a sale, 
courts feel compelled to classify the latter as a sale. The restaurant 
transaction is also analogized to the sale of food governed by penal 
statutes, and courts note that policy of protecting public health 
underlying the penal statutes applies equally as well to the serving 
of food in restaurants. In short, courts are not so much concerned 
with what the parties intended nor with the objective nature of the 
contract. Rather they are concerned with how the law should view 
the contract for maximum protection of the public.‘ 


Judicial Reluctance to Classify by a Relative Money-Value Test 


Although Professor Corbin** suggests that dual nature contracts 
could be classified according to the element (either the property 
or labor) which has the greatest value, courts have not adopted 
the idea. As early as 1861 an English court refused to base a hold- 
ing on a consideration of whether the value of work exceeded the 
value of the materials. In a case involving a contract to furnish a 
patient with a set of false teeth, the court held that the contract 
was a sale, even though the skill of the dentist added the greatest 
value.“ One can hypothesize that all other courts, as well as the 
English court, have subsequently rejected*® the value test because 
classification by price alone would place an artificial rigidity on 
contract analysis. The test would restrict courts’ freedom in exam- 
ining the intent of the parties, the nature of the property, and 
the time when title passes. In addition, if it is true that the inci- 
dental test does not depart from traditional contract analysis, but 





“ Goetten v. Owl Drug Co., 6 Cal.2d 683, 687, 59 P.2d 142, 144 (1936). 

“ This short summary of the food cases is based on Annot., 7 A.L.R.2d 1027 
(1949) which lists the cases. The annotation limits its analysis to the question 
of whether or not a contract is a sale for pu of implied warranties under 
Unirorm Sates Acr § 15. Another group of cases adopt the theory that the 
pe serving food be held liable under an implied warranty imposed 

y operation of law as a matter of public policy. These cases are said to arise 


from an action in warranty much older cepted assumpsit 
advan 


from which modern contract law developed. The particular tage of this 
theory of action is that the injured eary need not show ey Be contract. 
See Jacob E. Decker & Sons, Inc. v. Capps, 139 Tex. 609, 164 S.W.2d 828, 142 
reasoning and authority. 
“2 Corsin, Contracts § 476 (1950). 
— Griffin, 1 B.&S. 275, 121 Eng. Rep. 716 (1861). 
alt ; 
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merely avoids some of the familiar terminology, then a comparative 
value test would serve little purpose, for it would not fully explain 
the legal nature of the contract. 


CONCLUSIONS 


Of the various tests courts have applied to distinguish sales from 
other transactions, the incidental test is the most analytical. While 
the other tests classify the contract by a single facet of the entire 
transaction, the incidental test does not. The various cases indicate 
that the test focuses on a number of considerations (intent or pur- 
pose, the type of property, time of passing title, and policy consid- 
erations), and that it is facile enough to assay the relative im- 
portance of these elements in contracts which shade by degrees into 
either the common law or the law of sales. 

The characteristics which the courts find inherent in the test 
should help the attorney analyze the legal nature of agreements 
which require the transfer and furnishing of both goods and serv- 
ices, and in turn help him avoid as much of the ambiguity in the 
transaction as is possible when drafting the contract. Principally, 
the attorney should remember: 

(1) Courts tend to find this type of contract to be entire unless 
there is a clear expression of intent to the contrary. Should the 
draftsman wish to insure that the provisions of the Sales Act apply 
to the transfer of goods under the contract then either two docu- 
ments or a severable contract should be drawn to cover the trans- 
action. 

(2) Courts classify the entire contract as a sale or a construction 
contract, but in so doing they will look carefully for any inference 
of intent in the contract as a basis for interpretation. Language 
should be carefully chosen to indicate exact intent. 

In the event of a dispute over whether the transaction is a sale, 
the attorney can avoid possible confusion if he does not attempt 
to classify the contract on the basis of whether the work or goods 
is monetarily more valuable, and he does not attempt to apply 
the Statute of Frauds definition of a sale under section 121.04(2) 
of the Wisconsin statutes to the entire Sales Act. 

Even if the Uniform Commercial Code should be adopted in 
Wisconsin, these judicially drawn distinctions would not be abro- 
gated. The Code defines goods as all things moveable at the time 
of identification to the sales contract. The goods must be existing 
and identified before any interest in them can pass.*¢ The defini- 


“Unironm COMMERCIAL Cope § 2-105(1), (2). 
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tion perhaps more clearly encompasses within it sales which include 
work in installation than did the Sales Act.‘7 But this would not 
affect the Stammer decision which indicates that installation of itself 
is not enough to make a contract one for work and labor. Other 
than this slight change, the “Code, like the Uniform Sales Act... 
leave[s] open the possibility that a contract’s emphasis on work 
rather than ‘goods’ will exclude the transaction as a contract for 
work, labor and services rather than a sale.’’** 

Joun R. McDONALD 





“1 New York Law Revision Comm., Study of the Uniform Commercial Code 
361 ag 
oF 


id. 





Notes 


CONSTITUTIONAL LAW—OBSCENE LITERATURE—WIS- 
CONSIN STATUTE PROVIDES CIVIL ACTION AGAINST A 
BOOK—Supplementing Wisconsin criminal statutes aimed at the 
suppression of obscene literature’ and culminating a decade of 
public agitation? for more stringent censorship within the state 





1 The Ne statute was Wis. STAT. § 351.38 (1953). See 22 Ops. Wis. ATI’y 

Gen. 667 (1933); 10 Ops. Wis. Atr’y GEN. 86 (1921); Note, 1955 Wis. L. REv. 

492. The statute was reenacted in substantially the same form in the new 

criminal code and became Wis. STAT. §§ 944.21-.23 (1957). The criminal code, 

Bill No. 100A (1953 sess.), contains the following comment by its draftsmen: 
“This section is a substantial re-statement of the old one, 351.38 . . . except 
that (1) The old section used the language ‘tending to corrupt morals’ 
while the new one uses more definite language to exclude things which are 
legitimate works of literature, art or science; (2) The new section covers 
lewd recordings and performances, which were not covered by the old 
statute; (3) The provision in the old statute barring the distribution in 
this state for at least two years of any periodical which was the basis for a 
conviction under the old section has hon dropped because it is unenforce- 
able; (4) The provision in the old statute relating to publications devoted 
to descriptions of crimes has been dropped because a similar provision in a 
New York statute was declared unconstitutional by the U.S. Supreme Court. 
Winters v. New York, 333 U.S. 507 (1947).” 

Currently six Wisconsin criminal statutes relate to the suppression of objec- 
tionable literature: Wis. Stat. § 944.21 (1957) makes importation, manufacture, 
advertisement, sale, etc., of “any lewd, obscene or indecent written matter” a 
felony. Manufacturers or distributors who require retailers to purchase materials 
known to be “lewd, obscene or indecent” as tie-ins are also guilty of a felony; 
Wis, Stat. § 944.22 (1957) makes mere possession of “any lewd, obscene or in- 
decent written matter” a misdemeanor; Wis. Stat. § 944.23 (1957) prohibits 
the making of “lewd, obscene or indecent” drawings or writings in a public 

lace; Wis. STAT. § 963.02(3) (1957) relates to search warrants to enable search 
‘or obscene matter; Wis. STAT. § 963.04(5) (1957) permits destruction of obscene 
matter seized under search warrant; Wis. STAT. § 947.08 (1957) relates to the 
distribution of crime comics to minors. 

2In the Wisconsin legislative sessions of the 1950's, thirteen bills and one 
resolution were introduced relative to obscene literature. Of these, only three 
bills and the resolution were successful. 

1951 Session: None 
1953 Session: 

Bill 749A, provided for, inter alia, the seizure of trucks used in the distri- 
bution of obscene literature. It was passed by both houses but was vetoed 
by Governor Kohler on July 22, 1953. Cf. 1953 Assembly Journal 1768-69. 

Senate Resolution 27S, authorized an interim committee to study the 
obscene literature problem. Passed. 

1955 Session: 

Bill 814A, the Wisconsin criminal code. Passed; Wis. Laws 1955, ch. 696. 
See Note 1 supra. 

Bill 132A, pertained to crime news and crime comics. Failed. 

Bill 149A, related to distribution of obscene literature to persons under 
18 and to distributor tie-ins involving obscene literature. Failed. 

Bill 312A, related to obscene rmances. Failed. 

Bill 718A, related to crime comics. Failed, but the provisions of this bill 
were substantially incorporated into the criminal , Bill 814A. 

Bill 723A, the results of the interim committee study provided for by 
Senate Resolution 27S (1953 sess.). Failed, but the provisions of this bill 
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is a civil statute* permitting district attorneys, with reasonable 
cause, to obtain a declaratory judgment to ascertain whether or 
not suspected literature is obscene. Notice by publication and by 
certified mail if possible must be given to the publisher, distributor, 
copyright holder and author; and they or any other interested per- 
sons—namely, retailers—may defend the action. Jury trial is a 
matter of right if the defense demands it. The action is “subject 
to the ordinary rules of evidence in civil actions” and “the court 
shall receive the testimony of experts and evidence as to the literary, 
cultural or educational character” of the suspected literature. The 
trial judge,‘ where trial is to a jury, may be asked to review the 
verdict and to reverse it if found to be contrary to law or contrary 
to the great weight and clear preponderance of the evidence. Ap- 
peal may be taken to the supreme court.’ In a criminal prosecution‘® 
based on conduct occurring more than eighteen hours after de- 
fendant had notice or appeared in the civil action or had notice 
of the declaratory judgment in that action, the declaratory judg- 
ment “shall be admissible . . . on the issue of obscenity . . . and on 
the issue of defendant’s knowledge that said matter is obscene.” 

The statute’ was copied from Massachusetts. In Massachusetts, 
however, the declaratory judgment is conclusive evidence in a subse- 
quent criminal trial, while in Wisconsin it is only some evidence. 
The difference® is academic, nothing more. Successful prosecution 
under the civil statute can be expected to suppress the objection- 





were substantially incorporated into the criminal code, Bill 814A. 
Bill 108S, related to obscene articles in comic books. Failed 
1957 Session: 
Bill 229A, related to the circulation of obscene literature. Failed. 
Bill 312A, related to crime comics. Failed, but the provisions of this bill 
were substantially the same as those in Bill 19S, infra. 
Bill 19S, related to crime comics. Passed; Wis. Laws 1957, ch. 648. 
Bill 47S, related to seizure and confiscation of literature depicting acts 
of indecency, horror, brutality or obscenity. Failed. 
Bill 231S, related to declaratory judgments against obscene literature. 
Passed; Wis. Laws 1957, ch. 434. 
1959 Session: None 
* Wis. STAT. § 269.565 (1957) 
* Wis. Strat. 20.565) 0 937). 
* Wis. STAT. ch. 274 
* Wis. STAT. A ga! or wise (1957). 
"It was a uested by the Milwaukee Junior Bar Association. 
16. ANN, cys ch. 272, § 28C-H (1956). See Note, 59 Harv. L. REv, 813 
e * Cf. Comment, Evidence: The Validity of Multiple Standards of Proof, 1959 
Wis. L. Rev. 528, 530-32, 536-37. The quantum of proof under the civil statute 
is a preponderance of the evidence. If the civil statute is conclusive in a subse- 
quent criminal action, the issues essential to the criminal conviction on which 
it is conclusive are proved by a quantum less than the criminal standard. In 
Wisconsin, defendant's opportunity to create reasonable doubt on the issues of 


obscenity and knowledge are p 
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able material effectively, and no subsequent criminal action should 
ever arise in which the declaratory judgment might actually be 
introduced into evidence.*° The Massachusetts statute has been 
in effect since 1945 and the Massachusetts court has never doubted 
its constitutionality. 

The United States Supreme Court officially cleared the constitu- 
tional road to state use of civil action to suppress obscene literature 
in 1957 by the five to four decision in Kingsley Books, Inc. v. 





* There is no reason to expect the contrary when the threat of criminal 
prosecution alone—without the aid of any legal armor increasing the odds on 
success Of the prosecution—has permitted suppression of literature on black- 
lists created and circulated by local prosecutors. Lockhart & McClure, Litera- 
ture, the Law of Obscenity, and the Constitution, 38 MINN. L. Rev. 295, 311 
(1954). In Wayne county (Detroit), Michigan, the district attorney was unchal- 
lenged for nearly a decade. Id. at 314-15. Cf. Butler v. Michigan, 352 US. 
$80 (1957). And see New Am. Library of World Literature v. Allen, 114 F. 
Supp. 823 (N.D. Ohio 1953), an action stemming from the Wayne county black- 
list. The extreme effectiveness of the threat of criminal prosecution as a device 
for the suppression of literature is even more readily ap t when it is noted 
that the blacklists included well-known books y Serves widely read and accepted 
authors as Boccaccio, James M. Cain, Erskine Caldwell, De Maupassant, James 
T. Farrell, Faulkner, Flaubert, Hemmingway, D. H. Lawrence, Maugham, 
Michener, John O’Hara, Spillane and Zola. 

In New Jersey, too, the practice was widespread and long unchallenged. Lock- 
hart & McClure, supra at 311. And see Bantam Books v. Melko, 25 N.J. Su 
292, 96 A.2d 47 (1953), modified and affirmed, 14 N.J. 524, 103 A.2d (1954) 
The practice is currently being successfully employed without challenge by 
the district attorney in Dane county (Madison), Wisconsin, who has suppressed 
several periodicals by ngeren | announcing that he banned them. He indicates 
that the results of this method have been entirely satisfactory and that he 
prefers it to use of Wis. Stat. § 269.565 (1957). The constitutionality of the 
practice, however, is at least dubious. Cf. Smith v. California, 361 US. 147 
(1959); Schneider v. State, 308 U.S. 147, 161 (1939). In two cases courts have 
enjoined the practice. New Am. Library of World Literature v. Allen, supra; 
Bantam Books v. Melko, supra. 

In Milwaukee, Wisconsin, a Motion Picture Commission’s disapproval of a 
picture has the practical effect of banning it. The American Civil Liberties 
Union recently charged that “the Milwaukee Motion Picture Commission's 
activities are, in fact, censorial and constitute a prior restraint in violation of 
freedom of speech and of the press. .. .” To which Milwaukee’s Mayor Zeidler 
replied: “Somebody's got to scrutinize films before they are shown to the public. 
Otherwise, in the fierce competition, the film producers will show anythi 
degrading in order to attract business.” Milwaukee Sentinel, Jan. 16, 1960. 

Racine, Wisconsin and Kenosha, Wisconsin also have censorship bodies acti: 
with official sanction. Green Bay, Wisconsin, on the other hand, has no officia 

ip body in spite of the fact that the area has one of the highest ratios 
of Catholics to non-Catholics in the state. See Milwaukee Journal, March 2, 
1960, p. 11, col. 2-3. (That the Catholic Church has been a prime mover in 
agitation for the suppression of obscenity is uncontrovertible. See, e.g., Lockhart 
& McClure, supra, at 304-06, 309-11, 317-18. It has been suggested, however, that 
national background may affect local enthusiasm for the movement. The Green 
Bay area has a large Polish-Catholic segment.) Brown County District Attorney 
Grant reports very little local agitation and no direct pressure on him in the 
— of obscenity. Magazines blacklisted in Madison are carried in the Green 

ay stores. 

* Attorney General v. The Book Named God’s Little Acre, 326 Mass. 281, 284, 

93 N.E.2d 819, 822 (1950). 
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Brown.* To those whose objective is the eradication of obscene 
literature, civil action by state officers is a new weapon with several 
advantages: (1) It permits effective suppression on a lesser quantum 
of proof to the issue of obscenity than is required under the crim- 
inal standard; (2) It permits appeal by the state of questions of 
fact;'* and (3) It permits action directly against the objectionable 
literature, removing the personal element from the jury’s considera- 
tion. The thesis behind Wisconsin’s adoption of the statute was 
apparently the latter advantage, that a jury is more apt to convict 
a book than a man.“ Entirely different reasons are given for adop- 
tion of the statute in Massachusetts.15 However, Massachusetts 
decisions under the statute cannot be thus lightly dismissed. 
Smith’s Strange Fruit was held obscene in Massachusetts in 1945, 
after passage of the statute here under discussion but before that 
statute officially took effect. Hailing the new statute*® while at the 
same time refusing to give early effect to one of its policies,*7 Com- 





* 354 U.S. 436 (1957). Upheld was the constitutionality of a New York statute 
permitting prosecuting officers to bring an equity action to enjoin obscene litera- 
ture and permitting them to obtain an ex parte injunction pendente lite. 
“Whether proscribed conduct is to be visited by a criminal prosecution 
or by a qui tam action or by an injunction or by some or all of these 
remedies in combination, is a matter within the legislature’s range of 
choice.” Id. at 441. 

Back, Law Dictionary 1414 (4th ed. 1951) contains the following: 
“An action brought by an informer, under a statute which establishes a 
penalty for the commission or omission of a certain act, and provides 
that the same shall be recoverable in a civil action, part of the penalty 
to go to any person who will bring such action and the remainder to the 
state or some other institution, is called a ‘qui tam action’; because the 
plaintiff states that he sues as well for the state as for himself.” 

A few early private civil cases raised the issue of obscenity of certain litera- 
ture. Halsey v. New York Soc’y for the Suppression of Vice, N.Y. 1, 136 NLE. 
219 (1922) (action for malicious prosecution); St. Hubert Guild v. Quinn, 64 
Misc. 336, 118 N.Y. Supp. 582 (Sup. Ct. 1909) (enforcement of a contract al- 
legedly illegal because subject matter was allegedly obscene books); In re 
Worthington Co., 30 N.Y. Supp. 361 (Sup. Ct. 1894) (petition for permission 
to dispose of trust assets including books allegedly obscene). For a review of 
the origin and early development of obscene literature laws, see Alpert, Judicial 
Censorship of Obscene Literature, 52 Harv. L. Rev. 40 (1938). 

4% Cf. State v. Evjue, 253 Wis. 146, 33 N.W.2d 305 (1948). 

“Interview With State Senator Kirby Hendee (R-Milw), who introduced the 
measure at the request of the Milwaukee Junior Bar Association. 

% (1) Alleviation of the power of private pressure groups, especially in Boston, 
and their imposition on the community of absurd standards of morality; (2) 
alleviation of the entrapment of booksellers and their clerks by district attor- 
neys influenced to take action by private pressure groups; (3) protection of the 
innocent bookseller and his clerk who often could not know they were violating 
the law; and (4) prevention of the attraction of nation-wide attention to a 
book because it was “banned in Boston.” Note, 59 Harv. L. Rev. 813, 814 (1946). 
See also Commonwealth v. Isenstadt, 318 Mass. 543, 561, 62 N.E.2d 840, 849-50 
(1945) and the dissenting opinion of Mr. Justice Lummus in the same case. 
Id. at 562, 62 N.E.2d at 850; Alpert, supra note 12, at 53. 

* Commonwealth v. Isenstadt, 318 Mass. 543, 561, 62 N.E.2d 840, 849-50 (1945). 

"Id, at 559, 62 N.E.2d at 849-50. 
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monwealth v. Isenstadt'* became the landmark Massachusetts deci- 
sion,’® cited in every subsequent reported decision in that state 
which involved obscene literature. The test of obscenity, said the 
court, is whether the book “has a substantial tendency to deprave 
or corrupt its readers by inciting iascivious thoughts or arousing 
lustful desire.”*° The effect of the book as a whole is controlling, 
but “the problem is to be solved, not by counting pages, but rather 
by considering the impressions likely to be created.”*! The trier 
of fact must consider “the effect of the book upon its probable 
readers and not in any classification of its subject matter or its 
words as being in themselves innocent or obscene,’’®? and must 
judge the book “in the light of the customs and habits of thought 
of the time and place of the alleged offence.”** Such facts as that 
the book (1) has a legitimate theme, (2) has a sincere and serious 
purpose, (3) possesses great literary merit, (4) has been favorably 
received by reviewers, or (5) has been widely sold to the public 
do not, singly or in combination, necessarily dispel obscenity, al- 
though they may bear on the question whether or not the book as 
a whole is obscene.** On the other hand, the fact that “the matter 
which could be found objectionable is not necessary to convey any 
sincere message the book may contain” may also be considered.** 

The first reported case decided under the Massachusetts civil 
statute adopted the Jsenstadt definition and tests of obscenity, held 
Windsor’s Forever Amber was not obscene, and held that wording 
identical to that contained in Wisconsin's statute** did not permit 
the expert testimony of psychiatrists on the question whether in 
its effect as a whole on the average adult reader the book had a 
tendency to incite lascivious thoughts, arouse lustful desires or 
violate current sex mores.”" In the second reported case,?* the Mas- 
sachusetts Supreme Court reversed the trial court to declare Cald- 





%318 Mass. 543, 62 N.E.2d 840 (1945). 

*For discussion of the Massachusetts decisions prior to Isenstadt, see Note, 
59 Harv. L. Rev. 813 (1946); Alpert, supra note 12, at 53-56. 

* Commonwealth v. Isenstadt, 318 Mass. 543, 550, 62 N.E.2d 840, 844 (1945). 

™“For example, a book might be found to come within the prohibition of 
the statute although only a comparatively few passages contained matter objec- 
tionable . . . if that matter were such as to offer a strong salacious appeal and 
to cause the book to be bought and read on account of it.” Id. at 549, 62 
N.E.2d at 844. 

3 Ibid. 

* Id. at 551, 62 N.E.2d at 845. 

* Id. at 553-56, 62 N.E.2d at 845-47. 

phn — + 200.5651) 1957). 

1s. STAT. 
«oi : Goneral v. Book Named Forever Amber, 323 Mass. 302, 81 N.E.2d 
(i 
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well’s God’s Little Acre obscene, relying heavily on the Isenstadt 
and Forever Amber opinions. On the question of expert testimony, 
the court reduced the statutory language” to a mere rule of evi- 
dence when it said: 


But the fact that . . . evidence may be received as to the “lit- 
erary, cultural or educational character” of the book does not 
change the substantive law as to what is obscene, indecent, or 
impure. These provisions were undoubtedly inserted to clarify 
doubts as to the sort of expert evidence that may be received 
in cases of this type.* 

The third reported case under the Massachusetts civil statute, again 
following Isenstadt and Forever Amber, held Cain’s Serenade not 
to be obscene (three judges dissenting) despite one passage in par- 
ticular “that would shock and offend religious sensibilities.” Of the 
statute the court said: “Matters that are profane or sacrilegious 
are not within its scope.”’** 

The most recent*? Massachusetts decisions on obscene literature 
involve one criminal prosecution for the public showing of “Garden 
of Eden,” a motion picture depicting life in a nudist colony.** The 
trial court directed the jury to return a verdict of guilty; but the 
appellate court reversed, holding that defendant's denial of the 
allegation of the picture’s obscenity raised a material issue of fact 
on which he was entitled to a jury trial. Citing Jsenstadt, the court 
said the test of obscenity to be applied to a motion picture is the 
same as the test to be applied to a book and the case was remanded 
for a new trial.** On retrial the jury returned a verdict of guilty; 
but the appellate court again reversed, this time without remand, 





* Attorney General v. Book Named God’s Little Acre, 326 Mass. 302, 81 N.E.2d 
819 (1950); People v. Viking Press, 147 Misc. 813, 264 N.Y. Supp. 534 (Mag. Ct. 
1933). Cf. Commonwealth v. Gordon, 66 D&C. 101 (1950), aff'd sub nom., 
Commonwealth v. Feigenbaum, 166 Pa. Super. 120, 70 A.2d 389 (1950). 

* Wis. STAT. § 269 565(4) (1957). 

* Attorney General v. Book Named God’s Little Acre, 326 Mass. 281, 284, 93 
N.E.2d 819, 821 (1950). The experts were in the fields of literature and sociology. 
Their testimony was all favorable to the book, apparently uncontroverted ex- 
- by the book itself, and expressly accorded “great weight” by the trial court. 


¢ appellate court pro! to take all these facts into consideration, but 
then reversed. 

™ At General v. Book Named Serenade, 326 Mass. 324, 326, 94 N.E.2d 
259, 260 (1 q 


“The only reported Massachusetts obscene literature case since 1945 not 
discussed in the text is Commonwealth v. American News Co., Inc., 333 Mass. 
74, 127 N.E.2d 661 (1955), which reversed for want of adequate proof a trial 
court conviction involving Ellson’s Duke, a pocketbook ly tending to 
corrupt the morals of youth. 

ns wealth v. Moniz, 155 N.E2d 762 (Mass. 1959); Common- 
wealth v. Moniz, 336 Mass. 178, 143 N.E.2d 196 rt 

* Commonwealth v. Moniz, 336 Mass. 178, 143 196 (1957). 
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holding that the showing of “Garden of Eden” was “not an offence 
which can be adjudged criminal.”** Restating the Isenstadt test 
of obscenity without approval or disapproval and citing the Isen- 
stadt case in half a dozen places, each time on minor and insignifi- 
cant point, the court never once intimated that the great thrust 
of the Isenstadt case may no longer be good law. In short, the 
court’s opinion is as nebulous as it is long. And the finis, frosting 
on a cardboard cake, is this bodacious absurdity: 


The question here decided was not necessarily presented by 
the earlier exceptions. See 336 Mass. 178, 181. . . . [Emphasis 
added.]** 

A comparison of these two most recent opinions and a close analysis 


of the “pussyfooting’”’ of the Massachusetts court in the latter serves 
sharply to emphasize the impact of Roth v. United States," which 
the Massachusetts court cites and quotes from at length. 

In the Roth case the Supreme Court distinguished between ob- 
scenity in literature and the “portrayal of sex” in literature, and 
held “that obscenity is not within the area of constiutionally pro- 
tected speech or press.’’** 


All ideas having even the slightest redeeming social importance 
—unorthodox ideas, controversial ideas, even ideas hateful to 


the prevailing climate of opinion—have the full protection 
of the [first amendment] guaranties, unless excludable because 
they encroach upon the limited area of more important in- 
terests.** 


Obscene literature has no “redeeming social importance.”*° On 
the other hand, 





* Commonwealth v. Moniz, 155 N.E2d 762, 767 (Mass. 1959). 
Cf. Excelsior Pictures Corp. v. Regents, 3 N.Y.2d 237, 165 N.YS2d 42, 144 
N.E.2d 31 (1957), which dismissed “Garden of Eden” as not obscene with the 
observation that “nudity in itself and without lewdness or dirtiness is not 
obscenity in law or in common sense.” 

* Commonwealth v. Moniz, 155 N.E.2d 762, 767 (Mass. 1959). 

* 354 US. 476 (1957). Publications involved in Roth and its companion case, 
Alberts v. California, and which the Court acknowledged were eA obscene 
were, among others, American Aphrodite, Sword of Desire, She M It Pay, 
and The Business Side of the Oldest Business. 

*Id. at 485. 

"Id. at 484. The limited area of more ge iti interests permits regulation 
of lobbying, of certain peaceful picketing, of certain os a coercion of em- 
P in connection with union membership, of child labor, of transient 

and of the use of the public streets by des, sound trucks and the 
. The area also includes the important subject of national security. 
e Cage Lockhart & McClure, supra note 10, at 351. 
e do not suggest that all obscenity censorship is unconstitutional. It is 
ble, of course, that the social values of censorship are always out- 
ted by its serious deterrent to free ion, particularly in view 
of uncertainty that any evil within of the government actually 
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the portrayal of sex . . . is not itself sufficient reason to deny 
material the constitutional protection of freedom of speech 
and press. Sex, a great and mysterious motive force in human 
life, has indisputably been a subject of absorbing interest to 
mankind through the ages; it is one of the vital problems of 
human interest and public concern.* 

One possible effect of the Court’s holding that obscene literature 
is “not within the area of constitutionally protected speech or 
press” is the establishment of a presumption of constitutionality* 
for statutes which deal with obscene literature. Under this pre- 
sumption the question controlling constitutionality of an obscene 
literature statute would be whether or not a legislature could 
reasonably believe the enactment was in the public welfare.* A 
different situation exists where a state regulation invades the 
province of constitutionally protected first amendment rights.‘ 
Nearly all evidence indicates that a presumption of unconstitu- 
tionality should be applied to the statute.*® In that event the 





results from reading sex literature. Yet such a position would be hard to 
maintain in the face of published material that seems designed to stim- 
ulate sexual appetites, contributes nothing to the expression of ideas, and 
is without literary merit. Whether such S grea on ar should be forbidden, 
and hence driven under cover, or should be permitted to circulate freely 
and perhaps thereby die a natural death, is a policy decision for the 
by george yp In any event it is not entitled to constitutional protection.” 
Id. at 387-88. 
See also oy - y v. New Hampshire, 315 U.S. 568, 571-72 (1942); Thornhill 
v. Alabama, 310 U.S. 88, 101-02 (1940). 
“Roth v. United States, 354 US. 476, 487 (1957). Compare Lockhart & 
McClure, supra note 10, at 301, 358-61. 
“Sex is also significant in its own right; for it is one of the most im- 
rtant elements of all human experience. As such, it demands freedom 
r rational discussion, scientific investigatidn, and education. Yet these are 
the very social values of sex that censorship of obscenity jeopardizes, espe- 
cially when the censorship is indiscriminate. 
“And censorship of obscenity has almost always been both irrational and 
indiscriminate.” Jd. at 371. 
And see Kadin, Administrative Censorship, 19 B.U.L. Rev. 533, 533-37 (1939). 
“ See, e.g., United States v. Carolene Products Co., 304 U.S. 144 (1938); Pacific 
States Box & Basket Co. v. White, 296 U.S. 176 (1935); Powell v. Pennsylvania, 
127 US. 678 ( er > Borden’s Farm Products Co. v. Ten Eyck, 11 F.Supp. 599 
(S.D.N.Y. 1935), aff'd, 297 US. 251 (1936); State v. Stehlek, 262 Wis. B12, 56 
N.W.2d 514 (1953). oe 
* See, e.g., Roth v. United States, 354 U.S. 476, 502-04 (1957) (opinion of 
Harlan, J.); Borden’s Farm Products Co. v. Ten Eyck, 11 F. Supp. 599 (S.D.N.Y. 
—. cited in note 42 supra. 
* ¢ examples are given in note 39 a 
* Joseph Bu , Inc. v. Wilson, 343 U.S. 495 (1952); Kovacs v. oon = 
US. 77 (1949); Thomas v. Collins, $23 US. 516 (1945); Skinner v. . 
$16 US. 535, 544-45 (1942) (Stone, Ci. concurring); Thornhill v. Alabama, 
$10 US. 88 (1940); Lovell v. Griffin, 303 U.S. 444 (1938); Herndon v. Lowry, 
$01 US. 242 (1937). On a possible distinction between “regulatory legislation 
affecting ordinary commercial transactions” and legislation eg noncom- 
mercial restraints, see Schneider v. State, 308 U.S. 147 (1939); Uni , 
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burden would be on the state to demonstrate a clear and present 
danger necessitating and justifying the statute.** And under such 
a burden a state could probably not successfully justify an obscene 
literature statute today.‘ 


A possible alternative interpretation of the Court’s holding that 
obscene literature is “not within the area of constitutionally pro- 
tected speech or press’’ is that, far from establishing a presumption 
of constitutionality for statutes which deal with obscene literature, 
the Court has merely attempted to define the burden of proof which 
is on the state under a presumption against the statute’s constitu- 
tionality. In other words, if the state can show that the literature 
prohibited by the statute is “obscene,” that showing may justify the 
statute against the “preferred position” of first amendment free- 
doms and against a presumption of its unconstitutionality.* 





Carolene Products Co., 304 U.S. 144 (1938). Clearly first amendment rights must 
be accorded a “preferred position.” Saia v. New York, 334 US. 558 (1948); 
Marsh v. Alabama, 326 U.S. 501 (1946); Follett v. McCormick, 321 U.S. 573 
(1944); Prince v. Massachusetts, 321 U.S. 158 (1944); Murdock v. Pennsylvania, 
319 US. 105 (1943); Jones v. pe uo 316 US. 584, 608 (1942) (Stone, C.J. dis- 
senting), judgment vacated, 319 US. 103 (1948). On the other side of the 
ledger, see Dennis v. United States, 341 U.S. 494 (1951); American Communica- 
tions Ass’n v. Douds, 339 U.S. 382 (1950); Kovacs v. Cooper, 336 US. 77, 89 
(1949) (Frankfurter, J. concurring). Mr. Justice Frankfurter’s view does not 
seem to have gained acceptance. Smith v. California, 361 U.S. 147 (1959); Joseph 
Burstyn, Inc. v. Wilson, supra. 


a ae v. Florida, 328 U.S. $31 (1946); Cantwell v. Connecticut, 310 
US. 296 (1940); Schenck v. United States, 249 U.S. 47 (1919); Lockhart & Mc- 
Clure, supra note 10, at 300. See also Roth v. United States, 354 U.S. 476, 485- 
86 (1957); and compare the dissenting opinion of Mr. Justice Douglas in that 
case. Id. at 508-10. The phrase, “clear and present danger,” may not be in 
vogue today. See Smith v. California, 361 US. 147 (1959); Dennis v. United 
States, 341 U.S. 494 (1951). But the test of permissible encroachment on first 
amendment freedoms must be of similar purport, however expressed. The 
challenged statute must fall within a limited area of “more important interests.” 
Smith v. California, supra; Roth v. United States, supra. ese interests are 
probably limited at least to those believed to affect the foundations of govern- 
ment or the basis of society. Marsh v. Alabama, 326 US. 501 (1 ; Tucker 
v. Texas, 326 U.S. 517 (1946); Cox v. New Hampshire, 312 U.S. 569 (1941). And 
consider the language of the Court in justification of the regulation involved 
in the first flag salute case, Minersville School Dist. v. Gobitis, 310 U.S. 586 
(1940). 

“ Lockhart & McClure, supra note 10, at 383-87; Kadin, Administrative Cen- 
sorship, 19 B.U.L. Rev. 533, 536-37 (1939); Alpert, note 12 supra. The Supreme 
Court has apparently acknowledged this fact for it seems to have said a state 
has no “power to restrict the dissemination of books which are not obscene. 
...” Smith v. California, 361 U.S. 147, 152 (1959). See also KRONHAUSEN, 
PORNOGRAPHY AND THE LAw 152 (1959): 

“It seems to us highly debatable, from a mental hygiene point of view, 
whether the mental health of the individual or the =frour is furthered by 
the social repression of the sexual drive and of sexu: josity. .. . There 
is good clinical, apne ay 3 and historical evidence to the effect that 
quite the opposite may be the case.” 

“See note 46 supra. 
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The Roth test for distinguishing obscene literature from the 
portrayal of sex in literature is 


whether to the average person, applying contemporary com- 
munity standards, the dominant theme of the material taken 
as a whole appeals to prurient interest.‘ 


True, the test contains such hopefully meaningful phrases as “aver- 
age person,” “contemporary community standards,” “dominant 
theme,” and “material taken as a whole.” But as a definition of 
“obscenity” the Roth test seems meaningless. It merely adds 
“prurient” to the list of familiar words that dance round in limbo 
defining each other: obscene, lewd, lascivious, filthy, disgusting— 
and now, prurient.*° 


“ United States v. Roth, 354 U.S. 476, 489 (1957). The court defines prurient 
as “material having a tendency to excite lustful thoughts.” It also approves 
the definition in Webster’s New International Dictionary, Unabridged (2d ed. 
1949), which relies on the words lewd and lascivious. An approved alternate 
definition of obscenity is taken from Mopet PENAL Cope § 207.10 (2) (Tent. 
Draft No. 6, 1957): 

“A thing is obscene if, considered as a whole, its predominant appeal is 
to prurient interest, i.c., a shameful or morbid interest in nudity, sex, or 
excretion, and if it goes substantially beyond customary limits of candor 
in description or representation of such matters. . . .” Id. at 487 n.20. 

The question whether or not the literature in question has “even the slight- 
est redeeming social importance” may well prove more valuable than any effort 
to define obscenity. See text accompanying notes 39 and 40 supra. That is an 
uncomplicated question, however ees the considerations involved in its 
answer, and it is a question upon which expert testimony can be of great 
value in aiding the trier of fact. 

® See Fellman, Constitional Law in 1956-1957, 52 Am. Por. Sci. Rev. 140, 176 
(1958). Professor Fellman goes on to say, 

“it is precisely because the solution to this problem does not lie in the 
formulation of some fool-proof definition that the decision dealing with 
the procedural device recently worked out by the New York legislature 
[Kingsley Books, Inc. v. Brown, 354 US. 436 (195) is so important... .” 
And see KRONHAUSEN, PORNOGRAPHY AND THE Law (1959), an interesting new 
book by a pair of psychiatrists who argue that “hard core obscenity” and 
“erotic realism” (the portrayal of sex in literature) can be easily distinguished. 
They ultimately attempt to prove the thesis by comparing examples of the two 
forms of writing. But first, ing that “there are reliable criteria of ob- 
scenity,” id. at 144, they carefully examine the criteria given in the Roth case, 
id. at 145-74. And they note: 
“The technical problems of the law, it is evident, are so complex as to 
make themselves virtually insoluble, at least on any consistent .” Id. 
at 150-151. 
After defining “erotic realism” as a presentation of “life as it is, wherever and 
whatever the setting may happen to be, in whatever form the artist chooses 
to present it,” id. at 173, they argue that “contemporary community standards” 
are a phantom: 

“If there were any such thing as a community norm in the United States 

of America, it would still be manifestly impossible to apply that norm 

to, let us say, a novel about sexual practices in Samoa. It would simply 

have no relevance.” Id. at 173-74. 
us, discarding the Roth test, the authors conclude: 

“The distinction between these two forms of writing [erotic realism and 
hard core obscenity] can only be sensibly made in terms of intent, content 





Th 
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But if Roth’s constitutional definition of “obscenity” is mean- 
ingless, it is nonetheless true that if the definition of obscenity ap- 
plied to a state statute is broader than the constitutional definition 
(whatever the constitutional definition may be), the state statute 
will be unconstitutional in its practical operation:®' it will be 
susceptible of use to impose a restriction upon constitutionally 
protected as well as obscene literature.** Therefore, in every obscene 
literature case there must appear the constitutional questions (1) 
whether or not the trier of fact was given the correct test to apply, 
and (2) whether or not the trier of fact actually applied the correct 
test, i.e., whether or not the result reached could reasonably be 
reached by proper application of the correct test.®* And, if, to lay- 
man, lawyer and judge, the Roth definition of obscenity is mean- 
ingless, only the Supreme Court can know what its test of obscenity 
means. Then, only the Supreme Court can tell whether or not a 
statute has been so broadly applied that it is “a restriction upon 
constitutionally protected as well as obscene literature.” Therefore, 
it seems evident that the Roth case christens the Supreme Court 
a “Supreme Board of Censors.’’* But the price of this uniformity 
throughout the United States in the suppression of obscene litera- 
ture is prohibitive.** 

According a presumption of constitutionality to an obscene lit- 
erature statute, proving that the legislature was on uncontrovert- 
ably reasonable ground in enacting it, and even establishing the 
constitutionality of the statute’s practical operation does not yet 
resolve all of the statute’s constitutional difficulties. 


The existence of the State’s power to prevent the distribution 
of obscene matter does not mean that there can be no consti- 





and structure.” Id. at 174. 
In a Foreword to the book, Attorney J. W. Ehrlich of San Francisco adds his 
assent: 
“To wander through a library of such [possibly pornographic] books 
applying the yardstick of ‘prurient’ or ‘obscene’ is like trying to judge the 
color of a horse by how fast he can run. What is ‘prurient’. . . . ‘Prurient’ 
is ‘lewd,’ ‘lascivious’ or some other synonym that ies precise definition.” 
Id. at x. 
™ See, e.g., Yick Wo v. Hopkins, 118 U.S. 356. (1886). 
"Smith v. California, 361 US. 147 (1959). And see the very similar theory 
applied in Thornhill v. Alabama, 310 U.S. 88 (1940), where the Court in- 
idated an anti-picketing regulation as being too broad 


= Herein lies the serious question as to the current value of the Isenstadt 
case as a precedent. See discussion of Commonwealth v. Moniz at text accom- 
panying notes 32-36 supra. 

“See Smith v. California, 361 US. 147, 159 (1959) (Black, J. concurring); 
Lockhart & McClure, supra note 10, at 388. 

"See Hart, The Supreme Court, 1958 Term-Foreward: The Time Chart of 
the Justices, 78 Harv. L. Rev. 84 (1959). 
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tutional barrier to any form of practical exercise of that 

power. 
Even though a statute, on its face, is limited to obscene literature, 
if in probable effect it cuts a wider swath, it will be held unconsti- 
tutional. In Smith v. California," for example, a statute providing 
absolute criminal liability for certain possession or for sale of ob- 
scene literature was held unconstitutional because its probable 
effect included the suppression of literature which is not obscene. 
On its face the statute was confined to obscene literature; but the 
Court reasoned that 


if the bookseller is criminally liable without knowledge of the 

contents, and the ordinance fulfills its purpose, he will tend 

to restrict the books he sells to those he has inspected; and thus 
the State will have imposed a restriction upon the distribution 

of st protected as well as obscene literature... . 

The bookseller’s limitation in the amount of reading material 

with which he could familiarize himself, and his timidity in 

the face of his absolute criminal liability, thus would tend to 
restrict the public’s access to forms of the printed word which 
the State could not constitutionally suppress directly. . . .% 

Determination of the constitutionality of Wisconsin’s civil statute 
for the suppression of obscene literature depends on an analysis of 
two factors, the statute’s practical operation and its probable effect. 

In practical operation, instructions to the jury under the Wis- 
consin statute will necessarily be simple: the “boiler plates” on 
quantum of proof, expert testimony, and so on, plus the Roth test 
of obscenity. If Wisconsin attempts to formulate its own definition 
of obscenity or to add to the Supreme Court’s definition or to 
adopt the Isenstadt case as a Wisconsin precedent, the statute may 
become unconstitutional in its practical operation.” 

One probable effect of the Wisconsin statute is that some ob- 
streperous district attorneys will merely add it to their arsenal of 
coercive weapons.* Undoubtedly this cannot, of itself, create con- 
stitutional objections to the statute. But argument can be made 
that a further probable effect of the statute is its imposition of a 
previous restraint on distributors of literature. According to the 





“Smith v. California, 361 U.S. 147, 155 (1959). 

* 361 U.S. 147 (1959). 

* Id. at 153-54. The Smith case, incidentally, has already taken a sizeable toll. 
Chicago and seven other cities have had their obscene literature ordinances 
ome om tutional as a result of it. Chicago Tribune, March 11, 1960, 

. 1, col. 6. 

Pw See note 53 supra and accompanying text. 

“See note 10 supra. 
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statute, the trial judge, on petition of the district attorney, will 
make a “summary examination” ex parte to determine whether or 
not there is “reasonable cause to believe” the challenged matter is 
obscene. If he finds reasonable cause, he will issue an order to 
show cause why the challenged matter should not be judicially 
determined to be obscene. The order is returnable within thirty 
days. After issuance of the order to show cause, notice of the 
action will be served upon certain persons named in the statute,® 
among them “one or more distributors” of the challenged matter. 
Although the trial court judgment in the case may be more than 
a month away, that judgment will be admissible as evidence both 
of the obscenity and of the distributor’s knowledge of the obscenity 
of any of the challenged matter sold or possessed for sale by the 
distributor more than eighteen hours after he has been served with 
notice of the action.*? The probable effect is that distributors 
served with notice of the action will not sell any of the challenged 
literature until the issue of its obscenity has been judicially re- 
solved. This thirty-day previous restraint can be expected to have 
a fatal effect on most challenged periodicals. On the other hand, 
the rationale of the Court in Kingsley Books, Inc. v. Brown,* sus- 
taining the three or more day previous restraint of New York's ex 
parte injunction pendente lite, seems also to sustain the previous 
restraint of the Wisconsin statute. Similar to the New York statute, 
the Wisconsin statute lays at the feet of the defendants the responsi- 
bility for any delay beyond three days. 

Perhaps the most serious criticism that can be made of the prob- 
able effect of the Wisconsin statute is this: It will have no effect 
at all. The criticism merits further examination. 

Nearly anyone can properly pigeonhole a given piece of literature 
into one of three groupings: (1) hardcore pornography, or clear 
obscenity; (2) the middle group, literature which may or may not 
be pornographic or obscene; and (3) literature which is clearly not 
pornographic or obscene.** Most of the recently devised obscene 
literature laws are aimed at dividing the middle grouping. The 
statute involved in Smith v. California was so aimed. And the use- 
fulness of the Wisconsin statute lies in its ability to strike that 
mark. Wisconsin needs no additional statute for the suppression 





“See text following note 3 supra. 

Wis. Stat. § 269.565 (1), (6) (1959). 

© 354 US. 486 (1957). See note 12 supra. 

“See KRONHAUSEN, PORNOGRAPHY AND THE LAw 20, 175-244 (1959). 
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of hardcore pornography.** The experience in Wisconsin has been 
that persons caught with hardcore pornography readily plead guilty 
to violation of the criminal statutes.** But there are at least three 
reasons why the Wisconsin civil statute should not succeed in divid- 
ing the middle group. 

First, the Roth test should be read as defining obscene literature 
to include only hardcore pornography. The case on its facts in- 
volved admitted pornography and no issue of obscenity was raised 
in the Supreme Court. While the mystic word “prurient” might be 
interpreted as a sufficiently broad definition of obscene literature 
to divide the middle group, the Roth opinion as a whole read in 
the light of Smith v. California, and especially the exclusion of 
literature having “even the slightest redeeming social importance” 
(emphasis added) seems to preclude middle group literature.** 





“Nor did Massachusetts pass the statute to suppress hard core pornography. 
See note 15 supra and accompanying text. 

“Sometimes too readily, in fact. In a Brown county (Green Bay), Wisconsin, 
case, defendant’s house was robbed. The police caught the robbers and found, 
among other things stolen, a photograph which defendant had taken with a tim- 
ing device on his camera. The photograph showed defendant and a woman par- 
ticipating in a clear violation of Wis. Stat. § 944.17(1) (1957). On the basis 
of this evidence, defendant was charged with possession of obscene matter in 
violation of Wis. Stat. § 944.22 (1957), among other charges. He pleaded guilty. 
(Interview with Brown County District Attorney Alexander Grant.) The pos- 
sible defense is suggested in Alpert, supra note 12, at 46: 

“Publication, however, is an essential of obscenity. One may certainly 
print what one pleases, provided that it be not circulated. . . . The late Jus- 
tice Holmes of the Supreme Court is reported to have said that a man 
may amuse himself in private as he desires.” 

In a Dane county (Madison), Wisconsin prosecution, one X was charged with 
violation of Wis. Stat. § 944.22 (1957). When X moved from Illinois to Madi- 
son two years prior to the prosecution, he brought with him certain obscene 
materials which he stored away in his basement. Again as a result of a rob- 
bery, the police came into possession of this material and charged X with 
possessfon of obscene literature. The American Civil Liberties Union was pre- 
paring to participate in this case and considering an attack on the constitution- 
ality of the statute. One ground of attack considered was that the absence 
of a mens rea requirement in the statute was a denial of due process. The 
case was mance mrp drop because X was committed to a mental institu- 
tion. supplied by Professor William G. Rice of the ACLU). 

* Cf. Lockhart & McClure, supra note 10, at 351, 387-88, 391. The similarities 
of language and reasoning between this article and the Roth opinion, and the 
Supreme Court's citation and quotation from the article in Smith v. California 
seems to entitle the article to very great weight. See also KRONHAUSEN, PORNOGRA- 
PHY AND THE LAw 22 (1959): 
“The Supreme Court of the United States has made it clear that the inten- 
tion of the law is to leave the door of censorship only ‘the slightest bit 
ajar’ so as to protect the fundamental! freedoms of speech and press. . . . 
nly those books which have clearly and unmistakably no other ‘redeeming 
social value,’ that is, those writings which are only ‘dirt for dirt’s sake’ (as 
one popular definition puts it), in other words, ‘hard core eigen if or 
genuine pornography alone, and no other writings, are to be considered 
outside of the protective arm of the first and fourteenth amendments. The 
first objective [of this book] was therefore to define more clearly what ‘hard 
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Second, an attack on the literature itself is not a rationally justi- 
fiable approach to middle group literature. Ordinarily the law 
does not ban an instrumentality unless it is indisputably dangerous 
to society or at least unless it is disputably dangerous and indisput- 
ably incapable of redeeming itself by conferring benefit on society. 
The law would ban mustard gas, the sawed-off shotgun, the sub- 
machine gun. On the other hand, the double-barreled shotgun, 
the rifle and the bow and arrow are also indisputably dangerous. 
But the law regulates the users of these instrumentalities rather 
than banning the instrumentalities entirely. The latter instrumen- 
talities in proper hands have alternate uses not dangerous to society 
and perhaps capable of benefiting society (in some way other than 
the questionable benefit of destruction). Similarly, the law bans 
hardcore pornography because it has not “even the slightest re- 
deeming social importance.” In the middle group, however, the 
danger to society is disputable. The literature in proper hands may 
have uses which are clearly not dangerous e.g., literary, historical, 
medical, artistic, and there are even those who would argue that 
the literature could confer benefit on society.** 


In this view, a book is not obscene as such. A book may be 
obscene when distributed to one class of persons but not when 
distributed to others.® 


Rationally, therefore, the law ought to regulate the users of middle 
group literature rather than attacking the literature itself. 


Once it is perceived that people are moral or immoral—not 

books—the real issue comes to light, the real issue being the 

effect of a book upon the sum total of peculiarities known 

as the human being.”° 

Third, the middle group is, by its very nature and definition, 
a questionable area—an area of doubt, disagreement and contro- 
versy. And if an attack on a publication in this group is unsuccess- 
ful, the circulation of the publication will widely increase. District 
attorneys sincerely interested in suppressing the circulation of 





core obscenity’ or pornography actually consists of in order to make it 
esi for the courts to apply the standards upheld by the United States 
upreme Court.” 

® Lockhart & McClure, supra note 10, at 343: 
“To those who place a high value upon literary qualities, the censorious 
are philistines. To the censorious, on the other hand, liter. ualities are 
suspect—they serve only to make the obscene palatable an therefore all 
the more insidious and dangerous.” 

And see KRONHAUSEN, op. cit. supra note 67, at 261-89. 
“ Lockhart & McClure, supra note 10, at 342. 
“Alpert, supra note 12, at 73. 
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objectionable literature will not often use Wisconsin’s civil statute" 
because a loss would damage their cause far more than a victory 
would advance it, and the danger of loss is high in attacks on mid- 
dle group literature. In the first five years of the now fifteen year 
old Massachusetts statute three cases were reported. Each was an 
appeal by the state from a trial court judgment that the attacked 
publication was not obscene. In two cases the appellate court sus- 
tained the trial court. Only God’s Little Acre was successfully 
banned. In the last ten years there has been no reported case 
under the Massachusetts statute. Sic transit gloria mundi. Wis- 
consin’s latest venture in the suppression of obscene literature is 
destined for similar ignominy.” 

STEVEN I. COHEN 





LABOR LAW—RIGHT OF INDIVIDUAL EMPLOYEES TO 
NOTICE OF ARBITRATION PROCEEDINGS—In Clark v. 
Hein-Werner Corp.,. four employees were laid off when certain 
supervisory employees were demoted and transferred back to the 
bargaining unit where they had worked prior to their promotion. 
The employer construed the seniority clause as allowing the de- 
moted employees to accrue seniority while working in supervisory 
positions. The four laid-off employees filed a grievance and the 
union contended, in their behalf, that no seniority could be earned 
by supervisory employees. The grievance was submitted to arbitra- 
tion, where the demoted employees were not represented, and an 
award favorable to the union was made. The demoted employees 
then brought suit to enjoin enforcement of the award. The com- 
plaint alleged only that the award exceeded the limits of interpreta- 





"In the only Wisconsin decision under the statute an article in Jem 
zine (published by Body Beautiful Publications of New Jersey) entitled “The 
Fascinating Game of Strip Poker” was held obscene. Trial was apparently to 
the circuit judge (Baker) without a jury. He rejected the constitutional argu- 
ment and held the article had “no literary value, and no redeeming social im- 
pertance.” Racine Journal, Nov. 14, 1958; Milwaukee Journal, Nov. 14, 1958. 

"It is, of course, possible that this ignominy was carefully calculated by the 
sponsors of the statute and by its proponents in the legislature. Arguably, 
some of the statute’s actual objectives were to pressure groups, to pre- 
vent the passage of a measure more objectionable to friends of civil liberties, and, 
at the same time, tered, The previous state regulation of literature to continue 
substantially unalt The thesis flounders on the question, Why would per- 
sons with objectives turn to Massachusetts, of all states? 

*8 Wis.2d 264, 99 N.W.2d 132, 100 N.W.2d 317 (1960). 





March] NOTES 325 


tion of the agreement, 1.e., that the arbitrator has exceeded his 
jurisdiction. 

The trial court granted the injunction on the grounds that senior- 
ity rights were property of which the petitioners had been divested 
without due process of law because they had not been given notice 
of the arbitration hearing nor an opportunity to be present. The 
Wisconsin Supreme Court affirmed, holding that the award should 
not be binding on the petitioners because of lack of notice of the 
arbitration hearing. Notice is required by the rule of “fair repre- 
sentation” as adopted by the court.* 

Neither the trial court nor the supreme court dealt with the 
issue raised by the complaint. The dissent argued that since the 
plaintiffs had not raised the issue of lack of notice, they had not 
shown grounds for the exercise of the equity powers of the court. 
Further, it appeared that some of the plaintiffs were present at a 
union meeting where it was decided to take the case to arbitration 
and at no time until the suit was started did any of them attempt 
to intervene. In light of these facts the dissent concluded that 
plaintiffs had not shown themselves to be victims of unconscionable 
conduct. The dissent also pointed out that formulation of labor 
policy is a legislative and not a judicial function. 

In denying rehearing, the court rejected the union’s arguments 
that: (1) federal labor law controls the case, and (2) the original 
decision interferes with the union’s rights derived from the Labor 
Management Relations Act to be the exclusive bargaining agent 
for the plaintiff employees. The court said: (1) federal cases were 
relied upon in the first decision and the United States Supreme 
Court has not spoken on the subject, and (2) once the rights of 
employees have become fixed under a collective bargaining agree- 
ment they cannot be bargained away before an arbitrator.* 

The purpose of this Note is (1) to analyze the Clark decision and 
determine whether the rule of fair representation was properly ap- 
plied and (2) to examine the problems raised by adoption of the 
rule. 


Tue Rute oF FA REPRESENTATION 


In Steele v. Louisville & Nashville R.R.* it was established “that 
the language of the Act [Railway Labor Act] expresses the aim of 


Congress to impose on the bargaining representative of a craft or 


*“We deem such test of fair representation . . . sound in principle and we 
adopt the same.” Id. at 272, 99 N.W.2d at 136-37. 

*8 Wis.2d 264, 100 N.W.2d 317 (1960). 

*323 U.S. 192 (1944). 
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class of employees the duty to exercise fairly the power conferred 
upon it in behalf of all those for whom it acts, without hostile dis- 
crimination against them.” This duty was applied to unions oper- 
ating under the National Labor Relations Act in Hughes Tool Co. 
v. NLRB. In Hughes, the court applied a duty of “impartial con- 
duct” to both the grievance and negotiation procedures.’ In 1956, 
Professor Cox, by a logical extension of the Steele doctrine and the 
Hughes case, propounded in detail the present statement of the 
rule.6 This rule of fair representation may be stated thus: The 
power to settle grievances is vested in the collective bargaining 
representative subject to a fiduciary duty of fair representation.® 
Subsequently, the New York courts applied the fair representation 
rule in Soto v. Lenscraft Optical Corp.*° and from these two sources 
came the rule as announced by the Wisconsin court in the Clark 
case.™* 

This brief history of the rule indicates that it has developed 
along the following lines: (1) The Steele doctrine was designed to 
prevent hostile discrimination, i.e., the situation where the union 
intends to discriminate against a minority group or an individual 
because of some active hostility toward such minority group or 
individual. This intent is evidenced by acting traudulently, col- 
lusively or in bad faith. (2) The Hughes case represents a broad- 
ening of the Steele doctrine to prevent active discrimination wheth- 
er intentional or not. Thus, unfairness, capriciousness or arbitrari- 
ness caused by something less than active hostility is proscribed. 
In Clark, the Wisconsin court discarded the requirement of actual 
discrimination or unfairness and based the application of the rule 
on potential unfairness. This raises the question whether the court 
properly interpreted the rule in applying it in the Clark case. 

Professor Cox recognized that both union and employee have 
certain interests in the administration of the grievance and arbi- 
tration procedures, and that these interests are not separable. Thus, 





*Id. at 202-03. 

*“When the Steelworkers union accepted certification as the bargaining 
representative for the group, it accepted a trust. It became bound to repre- 
sent equally and in good faith the interests of the whole group [citing Steele 
v. Louisville & Nashville R.R.]” 147 F.2d 69, 74 (5th Cir. 1945). 

*“The handling of grievances, as has been pointed out, is pot of the 
business it has assumed, and must be done with impartiality.” bid. 

* Cox, Rights Under a Labor Agreement, 69 Harv. L. Rev. 601, 638 (1956). 

* This statement of the rule is adopted from the one which Professor Cox 
advocated as quoted by the court. 8 Wis.2d at 272, 99 N.W.2d at 136. 

*7 App.Div.2d 1, 180 N.YS.2d 388 (1958). 

™ See note 2 supra. 
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he rejected as unsound a rule that would give the union complete 
power over the settlement of grievances and, likewise, one that 
would give the employee a veto power, i.e., that no grievance could 
be settled without his consent. The synthesis was the rule of fair 
representation under which both sets of interests could be served. 
However, it is contended that the rule does not require a union to 
give notice when it makes a choice of which cause to promote 
unless the choice is motivated by ill will or will necessarily result 
in unfairness. A choice made in good faith does not constitute 
unfair representation. While the union makes many choices at the 
bargaining table which may be contrary to the interests of certain 
individuals, the question of unfair representation arises only if 
there has been active discrimination. The Wisconsin court, how- 
ever, said that when this choice is made in an arbitration proceed- 
ing and no notice is given, unfair representation exists as a matter 
of law,?* even in the complete absence of active discrimination. 
Thus, either the union’s status at the bargaining table is different 
from its status at the arbitration hearing or the court has misinter- 
preted the duty of fair representation. The latter seems to be the 
case. 

The Clark court stated that a rule requiring notice is dictated 
by sound public policy.** Is the determination of policy in the 
area of labor-management relations a legislative or a judicial func- 
tion? The dissent contends that formulation of public policy is a 
legislative function and that the court should not formulate a rule 
of law merely because it deems it to be in the best interests of sound 
public policy.* The dissent’s criticism is especially pertinent in 
the area of labor policy, where the courts are particularly ill- 
equipped to evaluate and balance the collective and individual in- 
terests involved. These considerations were recognized by Congress 
when it enacted the Norris-La Guardia Act in reaction to the 
labor policy formulated by the courts. 

In Clark, the court stated that seniority was a valuable property 
interest which could not be divested without due process of law.'® 





® 8 Wis.2d at 272, 99 N.W.2d at 137. 

*“We are herein confronted with a new situation in which it is incumbent 
upon us to adopt such rule of law as we deem to be in the best interests of 
sound public policy.” 8 Wis.2d at 275, 99 N.W.2d at 138. 

“Id. at 277, 99 N.W.2d at 139. 


*“While the plaintiff ——— had no seniority rights at common law, 

and such rights were created solely by reason of the labor contract negotiated 

in their behalf by the union, nevertheless they constitute a valuable propert 

none aps 3 be divested without due process of law.” Id. at 273-74, | 09 
: at 137. 
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However, the court did not choose to base its decision on the due 
process ground.’* It is questionable whether the demoted employees 
were actually being divested of any rights. In effect, the union con- 
tended that when the bargaining agreement was entered into, it 
understood that employees outside the bargaining unit would not 
build up seniority under the negotiated seniority clause. In the 
arbitration hearing the union merely sought to have its interpreta- 
tion formalized by an arbitration award. The union was not bar- 
gaining away any fixed rights; according to its interpretation the 
rights never existed. The court conceded that a union may deter- 
mine at the bargaining table what seniority rights the employees 
shall have.*” The terms of the agreement provided that a dispute 
over the interpretation of the agreement should be resolved by an 
arbitrator. Therefore, at the point at which the company disagreed 
with the union’s interpretation, the demoted employees had only 
a claim which would not become a vested right until the arbitrator 
interpreted the contract in their favor. In holding that employees 
have seniority rights under the contract, in the nature of property 
rights, the court decided the dispute which the parties had agreed 
to submit only to the arbitrator. 


PROBLEMS RAISED BY THE ADOPTION 
OF THE RULE OF FAIR REPRESENTATION 


The Clark decision is a mandate to the circuit courts to formulate 
a common law of fair representation to be applied in labor arbitra- 
tion cases. As one authority says, ““The problem is one of creating 
law; it is no more nor less difficult than in situations where the 
common-law judge is required to particularize some general rule 
of reasonableness.”"* The problem of creating law in this field 
requires action in two areas: (1) The creation of substantive law 
which will answer such questions as (a) What standards of fairness 
ought to be applied? and (b) Can the union avoid the notice re- 
quirement? (2) The creation of rules of procedure to answer such 
questions as (a) Who should receive notice of arbitration hearings 
and be given the opportunity to be present? and (b) Who has the 
duty to give notice? 





*“We find it unnecessary to ground our holding . . . upon lack of due 
process. Courts of equity traditionally have the power to grant relief in situa- 
tions which offend the court’s sense of justice and fair play.” Id. at 275, 99 
N.W.2d at 138. 

"See note 15 supra. 

“Cox, supra note 8, at 632. 
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Substantive Law Problems 
Standards of Fairness 


In the Clark case the court said, “We have intentionally avoided 
discussion of whether the employees’ right to fair representation is 
derived from a theory of agency, third-party beneficiary doctrines, 
or a trustee and cestui relationship.”’® The reason for this avoid- 
ance was that the right of fair representation should be viewed as 
a question of labor policy. The labor policy of the State of Wis- 
consin, as expressed by the legislature, is undoubtedly quite differ- 
ent from the policy considerations behind, for example, trust law. 
There may be doctrines in all three bodies of law mentioned by the 
court which should be applied here but only if sound labor policy 
so dictates. 

As noted before, the adoption of the rule requiring fair repre- 
sentation demands that certain standards of fairness be formulated 
by the circuit courts. The rule without the standards would tend 
to cast a pall of uncertainty on many arbitration proceedings and 
rarely could either of the parties or the arbitrator act with any 
sense of finality or certainty in reaching a decision or enforcing an 
award as required by the usual collective bargaining agreement. 
Greater uncertainty is created if the rule is applied not only to 
arbitration procedures but to settlements of grievances as well. 
While the court limited its holding to arbitration procedures, the 
arbitration phase is but the last step of the entire grievance pro- 
cedure. Thus, the settlement of any dispute involving seniority 
rights is made uncertain. If, as a result of this uncertainty, the 
employer hesitates to settle grievances with the union, the union 
would be unable to exercise its primary function, representation, 
and individual action would replace collective action. 

In the Clark case the court clearly set one standard, namely, that 
“where the interests of two groups of employees are diametrically 
opposed to each other and the union espouses the cause of one in 
the arbitration, it follows as a matter of law that there has been 
no fair representation of the other group.”*° But what of the cases 
where there are not two or more clearly defined groups of employees 
involved? Consider, for instance, the cases where the grievant is a 
victim of “horse trading” (we will give in on this grievance if you 
will give in on another). The right to seek judicial protection from 
unfair representation in the early stages of the grievance procedure, 


*8 Wis2d at 275, 99 N.W.2d at 138. 
*Id. at 272, 99 N.W.2d at 137. 
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at least where a pecuniary claim is involved, has been clearly recog- 
nized in Wisconsin,** but the question still remains as to when the 
duty of fair representation has been breached in the arbitration 
proceeding. The court, in the Clark case, dismissed this problem 
by noting that whether the union is performing its duty is a ques- 
tion of fact.2*? This clearly does not set a standard. 

Limitations on the Rule of Fair Representation. Sound labor 
policy dictates that limitations be put on the right of fair repre- 
sentation: First, courts could be flooded with suits for review of 
arbitration awards, because every employee who loses in arbitra- 
tion can possibly complain that he was not fairly represented in 
some way. Second, the fundamental purpose of arbitration is to 
settle labor disputes within the framework provided by the parties 
without resort to strikes, lockouts, work stoppages or slowdowns.” 
By allowing relatively free access to the courts this procedure would 
be disrupted and arbitration, as the terminal point of disputes, 
would lose much of its effect. As a result the union may be some- 
what hesitant in giving a no-strike clause, the quid pro quo of the 
arbitration clause, which could lead to an increase in industrial 
strife, the very thing that the Employment Peace Act is designed to 
prevent.** If the arbitration award will set a broad standard of con- 
duct for the future (as it usually does when the dispute is over a 
question of interpretation which the parties did not contemplate 
when the collective agreement was negotiated) and will affect a great 
number of employees, then perhaps the union as a whole has a 
greater interest than the individual and he should not be allowed to 
have an equal voice with the union in determining such a broad 
policy matter. Furthermore, individual action has the tendency to 
create competition and discrimination within the bargaining unit 
which in turn causes unrest and makes uncertainty rather than uni- 
formity the rule. This situation is troublesome to both the union and 
the employer, the parties primarily responsible for labor peace, be- 
cause neither feels that any affiirmative action can be taken in the 
area of labor relations if their decisions are subject to challenge by 
individuals. Thus, in some cases, enforcement of the fair representa- 
tion rule may do more harm than good. 





™ Pattenge v. Wagner Iron Works, 275 Wis. 495, 82 N.W.2d 172 (1957). 
#“In most situations whether the union is performing its fiduciary duty of 


fair tation in an arbitration proceeding presents a question of fact.” 
8 Wis.ad at 272, 99 N.W.2d at 137. . 


* Schulman, Reason, Contract, and Law in Labor Relations, 68 Harv. L. REv. 
999, 1007 (1955). 
* Wis. Star. § 111.01 (4) (1957). 
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Avoiding the Notice of Requirement 


Faced with the Clark decision requiring notice of the arbitration 
hearing, the unions are almost certain to explore methods of avoid- 
ing it in an effort to regain their former position. Two means of 
accomplishing this objective suggest themselves: (1) Waiver by the 
employee of the right to receive notice of the arbitration hearing, 
and (2) abolition of vested seniority rights in the collective agree- 
ment. 

The rule of the Clark case requires that the union give notice 
to the group of employees that it cannot or will not represent. 
Notice is required only to make the arbitration award binding on 
all the affected parties; it does not have the effect of abrogating 
the duty of fair representation. Thus, when waiver is considered 
it must be contemplated only in the light of waiving the receipt 
of notice of the arbitration hearing, thereby making the award 
binding without notice. A waiver cannot allow the union to act 
unfairly because the duty of fair representation is absolute.** 

Waiver. A waiver of the right to notice of arbitration and con- 
sequent avoidance of the corresponding duty on the part of the 
union may be attempted in several ways. First, a general waiver 
clause, providing that all employees in the bargaining unit waive 
their right to intervene in, to be given notice of, or to be given 
the opportunity to appear in any proceeding under the arbitration 
clause, might be inserted in the collective bargaining agreement. 
Second, a similar waiver clause could be inserted in the union con- 
stitution or by-laws which would be accepted by the employee 
when he became a member. Third, it is possible that a union could 
obtain from each individual member, either at the beginning of 
his employment or whenever a dispute affecting him arose, a blanket 
waiver of his right to notice. The validity of these various waivers 
will depend upon the circumstances surrounding the particular 
case. 

A waiver will probably be of no effect if the union engages in 
actual unfairness. This would, in effect, be a waiver of the right 
of fair representation and it is not likely that an employee will 
-be held to have consented to be discriminated against by merely 
signing a blanket waiver. Further, even if an employee did consent, 
by separate agreement, to be discriminated against, the waiver 





* The duty of fair representation is required by a rule of law and presumed- 
ly is absolute. See note 13 supra. 
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would probably be void as against public policy.” 

In the situation presented by the Clark case, i.e., where the 
union makes a choice of which cause to espouse, the result could 
be different. If the choice is the result of bad faith, unfairness or 
hostile discrimination, then the validity of any waiver is doubtful 
for the reasons noted above. However, if the union makes the 
choice in good faith (as it apparently did in the Clark case) then 
the rule of fair representation should not apply and the right to 
notice of the choice should be subject to waiver. In any case, a 
waiver contained in the collective bargaining agreement would 
probably not be effective because the member is not a party to the 
agreement. On the other hand, a waiver contained in the by-laws, 
constitution or a separate agreement should be effective because 
the individual is a party to the waiver in these cases.*7 However, 
since the Wisconsin court apparently holds that unfairness results 
as a matter of law when a choice is made, even in good faith, the 
right to notice is probably not subject to waiver. 

Abolition of Vested Seniority Rights. A union might employ 
the device of drafting the seniority clause in such a way that the 
employees have no vested rights. This could be done by determin- 
ing, at the bargaining table, the rules which will govern seniority 
accumulation and then allowing the employer discretion in the 
administration of the rules. To be sure this requires the union to 
make a considerable sacrifice: however, where the relations between 
management and union are good, the union may be willing to take 
this chance. 


Procedural Problems 


For the purpose of this section it must be assumed that the union 
cannot or will not fairly represent some individual or group in an 
arbitration hearing. 

The right of fair representation necessarily carries with it the 
correlative right of intervention in the arbitration hearing; other- 





™* By the court’s own definition the rule of fair representation is deemed 
to be in the best interests of sound public policy. See note 13 . It has 
volte the expresed provisions of any law nor injuriouly affect ‘used to 
te the expressed provisions of any law nor injuriously affect the interest 
of the public. See 6 Wituiston, Contracts § 1751D maces 
“zn Elgin, Joliet & Eastern Ry. v. Burley, 325 US. nid , the court 
the methods which t be "to authorize the to settle 
personal claims (minor pot the individual members. It was said that 
the union could not derive its authority to settle individual claims 
from the collective t that union (by-laws or constitu- 
tional provisions) ts of au ens lage re (separate 
waiver Sgueieass could 1 probably accomplish this result, 
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wise, a dispute under these circumstances could be settled only in 
court, a result which is contrary to Wisconsin labor policy.** “Such 
right of intervention would be valueless, however, if the plaintiffs 
were not given adequate notice of the arbitration hearing.”*® Thus, 
as the dissent points out, the court has “impose[d] upon labor arbi- 
trations a new procedural requirement,”’*° adequate notice. 


Who Should Receive Notice and the Opportunity to Appear? 


The question of who should receive notice and the opportunity 
to appear suggests two possible solutions: (1) All interested em- 
ployees who have claims which conflict with those of the grievant 
must be given notice, and (2) employees who will not be repre- 
sented should be required to name a representative and have notice 
served on him. 

The adoption of the first solution could lead to some rather un- 
desirable results. An example may best illustrate this point. As- 
sume that a dispute is over a promotion and that the contract pro- 
vides, ““The determining factors in making a promotional transfer 
shall be merit, capacity, and ability, except that, where the em- 
ployes to be considered therefor have relatively equal qualifications 
in such respects, seniority shall be the determining factor.”** Em- 
ployee A is promoted and employees B, C, D and F complain be- 
cause they have more seniority and feel that their qualifications 
are relatively equal to those of A and, therefore, under the contract, 
they have a right to the job. A grievance is filed challenging A’s 
promotion on these grounds. The grievance goes to arbitration. 
At this point twenty other employees claim that even though they 
do not have as much seniority as A they are more qualified for the 
job than anyone else and because the contract gives them a right 
to the job if they are the most qualified, they should be allowed 
to intervene in the hearing to protect their interests. If all parties 
having adverse interests must be given notice and opportunity to 
be present, the arbitration hearing in this case would involve: (1) 
the union, representing either B, C, D or F, (2) the remaining 





* Wis. Stat. § 111.01 (2) (1957): “Industrial peace, regular and uate in- 
come for the employe, and uninterrupted production of goods services 
are promotive of all of these interests. pes are largely dependent upon the 
maintenance of fair, friendly and mutually loyment relations 
and the availability of suitable aahinee for th ‘the oie talento justment of what- 
ever controversies may arise.” (Emphasis furtherance of this x 
= Peace Act provides for ae See Wis. Stat. § fi 

*8 Wis.2d 264, 273, 99 ye 132, 187 (1959). 

"Id. at 277, 99 N.W2d at 1 

™ Allis-Chalmers Mfg. Co. te Local 248, UAW, Agreement 71 (April 20, 1959). 
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three from the first group, (3) the employer, (4) employee A and 
(5) the twenty individuals, or a total of twenty-six parties each 
with a different and conflicting interest. Even at this point the 
employer and the union can never be sure that notice has been 
given to everyone who may have a claim to the promotion. Conse- 
quently, the employer might well insist on a clause giving him the 
right to hire someone outside the plant to fill the vacancy in order 
to avoid the confusion and delay which may be occasioned by pro- 
moting from within the bargaining unit. 

The question may be raised as to whether the twenty employees 
had such an interest in the dispute that they would come under 
the Clark doctrine. The Clark case deals only with senority rights 
which are described by the court as “property rights.”*? The ques- 
tion is whether a right to a promotion is a property right. Since 
the exercise of management discretion in determining individual 
merits and qualifications plays an important part in determining 
promotions, it may be argued that there is no vested property right 
involved. However, in view of the fact that seniority is also an 
important consideration in making a promotion, the logic of the 
Clark case could reasonably lead to the conclusion that an em- 
ployee has a vested right to the promotion, especially since the 
contract says that he has a right to it if he has certain qualifications 
and seniority (a fixed right under the contract). Further, in the 
decision denying rehearing the court does not speak of property 
rights but merely “rights,”** which could mean that an employee 
is entitled to the protection offered in the Clark case when he is in 
danger of losing any of the rights fixed by the collective bargaining 
agreement. 

As is readily apparent from the above example the second solu- 
tion would not be much better because none of the interests coin- 
cide and forcing the various groups to select a single representative 
would in itself violate the Clark rule. When there are coinciding 
interests, as in the Clark case, this solution would work but it can- 
not be adopted as a general rule. 

The court seems to favor the first solution, “We do not believe 
that the requiring of the giving of notice, and an opportunity to 
intervene, to those employees not being fairly represented in the 
arbitration by the union, as a condition to the award being bind- 





See note 15 supra. 
™“Once the rights of employees have become fixed in the collective- 

ing contract, the union does not the right to barter them away before an 

trator.” 8 Wis.2d at 277a, 100 N.W.2d at 318. 
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ing on such employees, will prove disruptive of the arbitration 
process.”** Perhaps the court is right and cases involving charges 
of unfair representation will be so few that any disruption of the 
arbitration process resulting from the requirements of notice and 
the opportunity to appear will be more than offset by the resulting 
protection of individual rights. But this is pure speculation and 
there is a strong feeling among members of the labor bar, both in 
Wisconsin and elsewhere, that not only will the arbitration process 
be adversely affected but that the entire collective bargaining 
process, including the settlement of grievances, will be seriously 
disrupted by the effects of applying the fair represenation rule to 
the Clark situation. 


Who Has the Duty to Give Notice? 


The court raises another serious problem by its statement to the 
effect that if the plaintiffs in the Clark case had requested an oppor- 
tunity to intervene in the arbitration, it would have been the duty 
of the arbitrator to have allowed the intervention.** Does this im- 
pose a duty upon arbitrators in general and upon the Wisconsin 
Employment Relations Board in particular to ascertain who the 
interested parties may be? This result seems to be the logical im- 
plication of the language and if this is so, how will the arbitrator 
perform this function? The WERB could exercise its powers under 
section 298.06 of the Wisconsin statutes and compel the production 
of employment and other records in order to determine who the 
conflicting groups are, but other arbitrators could not do this. It 
is difficult to say whether the court really intended to impose any 
duty on the arbitrator. Thus, merely raising the problem will have 
to suffice until such time as the court gives some answers on the 
duty of arbitrators. However, in the interim it seems clear that 
the union is charged with the duty of giving the notice required 
by the rule. ' 

The employer is probably the only party who does not have a 
duty to give notice** although in many cases he may assume the 





“8 Wis.2d at 275, 99 N.W.2d at 138. 

*“Ijf the plaintiff employees in the instant case had —. to the arbi- 
trator’ to intervene in the arbitration proceeding, it would have been his 
duty to have granted it.” 8 Wis.2d at 273, 99 N.W.2d at 137. 

* Query, when the employer chooses to promote an individual who is not 
on the top of the seniority list, does he have the duty to give notice of the 
age soni ig the reasons therefor to those employees who were higher on the 

t than the promoted employee? In some situations the by- employees 
may not even be aware that someone below them on the enulatieg list has been 
promoted over them and thus, they would have no opportunity to protect their 
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duty in order to be sure of obtaining a final and binding decision. 
It might be said that in the Clark case the employer benefited by 
the lack of notice because he now obtains another chance at arbi- 
tration. This benefit is somewhat illusory, however, since the Clark 
decision seems to indicate that the employer had to keep the four 
laid-off employees on the payroll. The arbitration award was bind- 
ing on the corporation as to these employees,*’ and the employer 
could not safely lay off any of the plaintiffs simply because the court 
determined that the plaintiffs have seniority over the other four 
employees, at least until another arbitration award is handed down. 
Consequently, the employer has four employees on the payroll who 
are not needed. Thus, it would have been to the employer’s ad- 
vantage had notice been given. 
























CONCLUSION 







In conclusion it is contended that the court misapplied the rule 
of fair representation in the Clark case, not because the rule should 
never apply in the situation where the union makes a choice of 
which cause to espouse in arbitration, but because the court found 
that it is unfairness per se when such a choice is made. This find- 
ing was based on the questionable determination that the plaintiffs 
had a property right which was being divested without notice to 
them. On the basis of the facts it appears that the plaintiffs merely 
had a claim, not a vested property interest. Nevertheless, a rule of 
fair representation has been incorporated into Wisconsin labor law 
and it appears that its adoption requires the union, and possibly 
the arbitrator and employer, to give adequate and reasonable 
notice of the arbitration hearing to all employees who might have 
any claim which is in conflict with the claim of the grievants. The 
standards of fairness which will be imposed upon the union are still 
undefined and will remain uncertain until the court has an oppor- 
tunity to develop ground rules, or until the legislature declares 
the policy of the state in regard to fair representation. 

DupLey W. PIERCE 










































“vested ights” unless such a notice was given. It would seem that 
the emp has duty of notice, under the Clark decision, if the policy 
of the court is to protect the employee's rights “fixed in the collective bar- 
gaining conéract.” 







"The court held that the award was not binding on the plaintiffs and di- 
rected that it not be enforced them. Presumedly, award is still 
binding on everyone except the plaintiffs. 8 Wis2d at 275, 99 N.W.2d at 138. 
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SALES—AVOIDING STATUTE IMPOSED LIABILITY IN 
THE SALE OF GOODS—In two recent cases the Wisconsin Su- 
preme Court reached different answers on what might be consid- 
ered the same question, i.e., may a seller contract out of statute 
imposed liability for the sale of defective goods? In Hyland v. 
GCA Tractor & Equip. Co. plaintiffs consulted with defendants as 
to the type of power shovel they should buy and then purchased a 
power shove] on a lease and conditional sales agreement. Section 
15(1) of the Uniform Sales Act usually imposes an implied warranty 
of fitness on goods purchased in this manner.? The writings in this 
transaction provided that the machine was taken “as is” and no 
warranties were made or to be implied other than those included 
therein. After the shovel repeatedly broke down, plaintiffs sued 
for damages on a breach of implied warranty theory. The de- 
fendants raised as a defense the disclaimer clauses and cited section 
71 of the Sales Act which provides that liability under a sales con- 
tract may be negated by the express agreement of the parties.‘ The 





1274 Wis. 586, 80 N.W.2d 771 (1957). 
* Wis. Stat. § 121.15 (1) (1957): 
Prony the buyer, expressly or hy hegtientinn. makes known to the seller 
peg wage ge ge for which goods are required, weg Taga ke — 
yer relies on the seller’s skill or judgment (whether he be grower 

- epost erm or —_? there is an implied warranty that the goods shall 
be reasonably fit for su gt pen 

The plaintiff's theory of lia ity met with difficulty in th ¢ trial court which 
held that since the article was sold under its trade name, the gies warranty 
of fitness for a &n. The purpose was excluded by the Sales Act. See Wis. STAT. 
aprons. (1957). The affirmance on appeal was based on the chon dietindenens tn 

sales contract, but the court does state that since the defects of the machine 
coe “in the quality of the individual article and not its generic fitness for exca- 
vating home basements,” the trade name provision might not be a bar to plain- 
tiff’s action. 274 Wis. at 593, 80 N.W.2d at 776. Thus, the court suggests that 
ee ee Oe en 8 ee ee oe ee = 
merchantable wit would apply, not that of Stness for a purpose. See 
Star. ik 121.15 

The disclasrnes eine in the lease read: 

“The lessee takes and accepts the leased property in its ‘as is’ condition and 
wm. of repair. 
and, further on, 

“No representation, t, or warranty with respect to the equipment 
described herein has been made ine to te Saale eb t that lessor 
is the owner thereof and such as may be noted and signed by the lewor 
the reverse hereof [no such ey 5 It is expressly agreed that 
shall not be liable to any person for consequential damages of any kind 
nature from any cause whatsoever arising out of the agreement.” 

The — an pe sales contract read: 

“No agreement, guaran resentation, or warranty shall bind 
«_fseller] of your .” 274 vis. at 591 591, 80 N.W.2d at 7715. 

is. STAT. § 121.71 1957): 

Where’ the duty, or liability would arise under a contract to sell or 


Sete 0p topline oe. ee be negatived or varied ee ee 
ment or by the course of dealing the parties, or by Camas, the 
qustnes be aach an ov band both parties 5 Gir Goeabee: Gr aN¥ alle” 
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court affirmed stating that “the express refusal to warrant contained 
in those papers defeats an action which depends on warranties being 
breached.”® 

In Metz v. Medford Fur Foods, Inc. liability did not arise from 
the Sales Act, but rather from a statute which declares the selling 
of adulterated feed to be a misdemeanor.’ Previously, the court had 
established that violation of this statute constituted negligence per 
se, and that the statute also imposed civil liability for damages re- 
sulting from such a sale.® 

Plaintiff in Metz purchased mink feed from defendant, the manu- 
facturer. The purchase orders for the feed read: 


As a part of the consideration for the sale of this product, 
purchaser agrees to hold the seller harmless in all respects for 
tort or contract liability which may arise by reason of this 


product.® 
After thirty of his animals died, plaintiff brought suit alleging that 
the feed was adulterated. Defendant raised as a defense the above 
quoted disclaimer, but here the disclaimer failed to avoid the lia- 
bility. Instead the court held that the disclaimer was void as “made 
in contemplation of [an act] in violation of the statute,” and 
thus against public policy. 

The decisions in these cases indicate two different types of statute 
imposed liability in sales situations in Wisconsin. One is that of 
implied warranty which is imposed directly by statute. The other 
is liability for negligence per se which is imposed for reasons of 
public policy upon violation of a penal statute. The first can be 





5274 Wis. at 594, 80 N.W.2d at 776. 
*4 Wis.2d 96, 90 N.W.2d 106 ha 
* Wis. Stat. § 94.72 (14) (b) (1957): 
“Any manufacturer, importer, jobber, firm, association, corporation or person 
who shall sell, offer or expose for sale or distribute any feeds mixed or adul- 
terated with any substance or substances injurious to the health of livestock 
or poultry shall be deemed guilty of a misdemeanor. . . .” 
The maximum penalty under this statute is $200 and six months in the county 
jail. Wis. Stat § 94.77 (2) (1957). 

® McAleavy v. Lowe, 259 Wis. 463, 49 N.W.2d 487 (1951). 

* Brief for Appellant, p. 5, Metz v. Medford Fur Foods, Inc., 4 Wis.2d 96, 
90 N.W.2d 106 (1958). defendant had been held liable for damages for 
violation of the statute once before in Arndt Bros. Minkery v. Medford Fur 
Foods, Inc., 274 Wis. 627, 80 N.W.2d 776 (1957); and the “hold harmless” clause 
was an admitted attempt to avoid the risk of that liability in their future sales. 
4 Wis.2d at 98, 90 N.W.2d at 107. 

4 Wis.2d at 102, 90 N.W.2d at 109. An ironic aspect of this case is that when 
it was retried, the jury found that the feed was not adulterated and that 
defendant had not violated the statute. Letter From Corliss V. Jensen, atiorney 
for defendant, to author, April 21, 1959. Thus, the rule that such agreements 
avoiding sanagar « Coary invalid was established in a case in which no liability 
existed, even without the agreement. 
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avoided by the agreement of the parties to the sale, the second 
cannot. 

Earlier Wisconsin cases have made a similar distinction between 
attempts to contract out of warranty and negligence liabilities, 
even when the liabilities were not imposed by statute. In Fox v. 
Postal Telegraph-Cable Co.,* a stipulation on a telegram blank 
that the telegraph company would not be liable for its own negli- 
gence was held void as contrary to public policy. Shortly thereafter, 
however, in Leonard Seed Co. v. Crary Canning Co.,* a seed dealer 
was held free to disclaim any warranties on the seeds he sold, even 
the warranty of description. 

The reason for the distinctions made in both the earlier and 
more recent cases is the use of different theoretical analyses in the 
two types of cases. The results in the warranty cases are based on a 
strong emphasis on contract theory, that is, the intention of the 
parties. According to this theory, the implied warranty is under- 
stood by both parties to be part of the agreement although it has 
not been expressed. Therefore, the Sales Act only has the effect of 
supplying a missing term to the agreement. When the parties have 
expressly indicated that they do not wish a liability to be part of 
their agreement, the statute will have no effect because if the court 
enforced the warranty, it would be acting contrary to the original 


intent of the parties.'* 
The liability in Metz and the earlier negligence cases, on the 





“ Hibbard v. Western U. Tele. Co., 33 Wis. 558 (1873) (negligence in deliveri: 
telegrams); Ross v. Northrup, King & Co., 156 Wis. 327, 144 N.W. 1124 (1914 
(warranty on description of seeds); Cernohorsky v. Northern Liquid Gas Co., 
268 Wis. 586, 68 N.W.2d 429 (1955) (contract between gas wholesaler and gas 
retailer as to liability for injuries suffered by third party buyer); Mayers v. 
Cities Service Oil Co., 148 F. Supp. 199 (E.D.Wis. 1957) (negligence in delivering 


ess Wis. 648, 120 N.W. 399, 28 L.R.A., N.S: 90 (1909). 

147 Wis. 166, 132 N.W. 902 (1911). 

“The dominance of the freedom of contract principle in the warranty cases 
was well-illustrated in the Leonard case, supra note 13, where the court said: 
“If it be conceded that the contract is one-sided, it must also be conceded that 
the parties had a right to make a one-sided contract if they saw fit.” 147 Wis. 
at 169, 132 N.W. at 903. 

Wisconsin has been consistent in its view that warranty is primarily a creature 
of contract. Evidence of an express warranty will be excluded by the = 
evidence rule. Valley Refrigeration Co. v. Lange Co., 242 Wis. 466, 8 N.W.2d 
294 (1943). And persons in Wisconsin may not recover for injuries for breach of 
warranty, even for contaminated food, if no privity of contract exists between 
them and the seller. Prinsen v. Russos, 194 Wis. 142, 215 N.W. 905 (1927); 
Cohan v. Associated Fur Farms, 261 Wis. 584, 53 N.W.2d 788 (1952). However, 
for a different view of warranty which seems more favorable to the buyer see 
Voip, SALES BY} 84, 92-94 (1959). For detailed studies of particular warranties 
see Prosser, The Implied gree | of Merchantable Quality, 27 Minn. L. REv. 
117 (1943), and Corman, Implied Sales Warranty of Fitness for a Particular 
Purpose, 1958 Wis. L. Rev. 219. 
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other hand, is of a completely different nature, according to the 
analysis used there. As a tort liability it is imposed by the court, 
or the legislature, for reasons of public policy. It attaches to the 
seller as a result of his actions and has nothing to do with the terms 
of his agreement with the buyer. Therefore, since the liability is 
unrelated to the agreement, it cannot be avoided by the terms of 
the agreement. 

On the basis of such theoretical reasoning disclaimer clauses are 
easily differentiated into those indicative of the parties agreement 
and those contrary to public policy; the results of the cases follow 
easily. According to one authority, this differentiation is not an 
uncommon one in sales law; it is usually the result of judge-made 
case law.’° In the Hyland and Metz decisions, however, the Wis- 
consin court seems to find that the legislature, also, has made this 
same differentiation in the statutes. 

Despite the apparent consistency between the results in Hyland 
and Metz and those in the earlier disclaimer cases, the reasoning 
used by the court in these recent cases is open to some criticism. 
First, despite the sharp theoretical distinctions drawn between the 
liabilities in these cases, they have many similarities. There is a 
strong historical connection between liability for implied warranty 
and for negligence per se. The actions for breach of warranty’ 
and for negligence** both developed originally from the same source 
—an action in tort on the case. A sole reliance on principles of 
contract law in the warranty cases, therefore, is historically inac- 
curate and ignores tort elements of the warranty concept.4* The 
contract analysis is especially weak when applied to implied war- 
ranties for these have often been recognized as not being based on 
the parties’ intent, but rather on reasons of public policy designed 
to protect the buyer.” 





* Llewellyn, On Warranty of Quality, and Society: II, 37 Cotum. L. Rev. 347, 
385 (1937). 

* Prosser, supra note 14, at 118. 

™ Prosser, Torts 116 (1955). 

% Id. at 493. Prosser points out that some states have clearly recognized these 
tort aspects of warranty. For a case which strongly supports the tort theory of 
warranty see, Spence v. Three Rivers Builders & Masonry Supply, 353 Mich. 120, 
90 N.W.2d 873 (1958). 

* Prosser, supra note 14, at 122. According to this writer, there are three 
theories of implied warranty: (1) that warranty is a misrep tion of fact— 
the tort theory, (2) that it is the intent of the e contract theory, and 
wrath Apes = rales tags A theory. Although he says that the 


are 
predominate and explain most of the decisions. Certainly that seems to be the 
Scot in Whitonsin. ‘The Wiseonshe court, however, hes recegaieed the ‘pe 
policy basis of implied warranties, Valley Refrigeration Co. ye on 
note 14, but has never explicitly considered whether this shou 
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Another, more obvious, similarity between the liabilities noted 
in the two cases is that they are both imposed by statute. Legisla- 
tion is often meant to have a regulatory effect,2° and in Metz the 
statutory basis of the liability seems to have strongly influenced 
the court in finding that the liability could not be avoided. But, 
strangely, the statutory origin of the implied warranty does not 
seem to have been considered in Hyland in allowing the disclaimer. 
This is true even though the statute in Hyland imposes the liability 
directly, and the statute in Metz imposes the liability indirectly 
because civil liability is not expressly provided for in the statute. 
If it is contended that section 71 of the Sales Act accounts for the 
different treatment of the statutory liabilities, why did not section 
71 apply in the Metz case? Certainly the liability in that case arose 
just as much by “implication of law” as that in the Hyland case.4 

The nature of the burden placed on the seller by these statutes is 
also similar; it is that of strict liability, or liability “without fault.” 
Warranty, by definition, is a strict liability in which the seller is 
held to a promise (whether he made it or not) that the goods will 
have certain attributes.2* Although the term negligence per se 
suggests a liability in which the seller is only required to meet a 
certain standard of conduct as in the ordinary negligence action, 
that is not true for a violation of the feed statute. The court clearly 
indicates in Metz that no amount of care by the seller or lack of 
knowledge on his part will avoid the liability if the statute is vio- 
lated.2* Therefore, although the liabilities in Hyland and Metz 
come from different statutory sources, they place similar burdens 
on the sellers unless they can avoid them. 

Because of the emphasis on theoretical reasoning in these cases, 
there is no consideration of the policy questions which might be 
involved in determining whether a seller should be able to avoid 
these liabilities. But, such consideration is certainly important if 





validity of a disclaimer as found in the Hyland case. In this d see Bekke- 
vold v. Potts, 173 Minn. 87, 216 N.W. 790, 59 A.L.R. 1164 (1927), where the 
Minnesota court stresses the pes Pore basis of — warranties, but con- 
cludes that they can still be avoided by disclaimers which are clearly meant to 
exclude them. 

* Llewellyn, supra note 15, at 387. Llewellyn contends that the regulatory 
effect intended in some of the sections of the Sales Act has been ignored, and 
that some, so-called “iron sections” are actually so drafted that the liability they 
impose should not even be avoided by means of section 71. The warranties of 
merchantability and fitness of a icular purpose, however, are not of this type. 

* See Wis. Stat. § 121.71 (1957). 


* PROSSER, - cit. supra note 17, at 493. James, Products Liability, 34 Tex. 
L. Rev. 192 (1956 


™4 Wis.2d at 100, 90 N.W.2d at 108. James, supra note 22, at 212, points out 
that this is often the case where the sale of goods violates a statute. 
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the liabilities are really as similar as has just been suggested.** Sup- 
posedly, the Hyland case was controlled by the principle of freedom 
of contract, while the Metz case was ruled by “public policy,” i.e., 
the principle of social control.** Yet, why shouldn’t the principle 
of freedom of contract apply to avoiding civil liability resulting 
from violation of a statute as well as to avoiding liability directly 
imposed by statute? The opinion in Metz indicates that civil lia- 
bility follows inevitably from violation of the statute, and, thus, 
to allow it to be disclaimed would thwart the purpose of the stat- 
ute.2° However, the fact that civil liability was not specified in the 
statute, but read into it indicates that that may not be the case.* 
Even if the desirability of affixing civil liability for a violation of 
the statute is granted, this does not necessarily mean that a party 
should not be allowed to bargain away this potential right to dam- 
ages if it is clear that is his desire. And, as the dissent in Metz 
points out, that is especially true when the statute has prescribed 
specific penalties, “even in the absence of fault.”** 

Nor does the court in its opinion in Hyland consider whether to 
apply the principle of social control to limit disclaimers, although 
other courts seem to have done so with the admitted aim of protect- 
ing buyers.*® The courts may limit disclaimers because they feel a 
need to protect the buyer from an unfair advantage of the seller 
or to place the risk of defects on the seller who may be better able 
to apportion them or prevent economic waste. Also, the Wisconsin 














































™* See 2 HARPER & JAMES, Torts 1590 (1956). 
* KesstEr & SHARP, CONTRACTS, CASES AND MATERIALS 1-9 (1955). 

* The court in its Pyne bee heavily on the decision in Kuhl Motor Co. 
v. Ford Motor Co., 270 W: 71 N.W.2d 420, 55 A.L.R.2d 467 (1955). In that 
case a termination ones fie. cn' seamen dealer’s franchise contract was held 
void as contrary to public icy. The clause permitted termination by either par- 
ty without just cause, but manic eheneni cuaanegeosteeds a 
a termination, the court held that the contract clause was one to 
illegal act. Ge deus cous, however, that the Nushl and Moth cooas cue be ani 
ee ans podunk desc aye he ea A cod dy voy oo 
an 


ee to refrain from suing for right arose from 
a in Kuhl were intentional while 












=. venation of a statute; the acts 
those in Metz tre pales be completely lvertent; and, the relationship between 
the parties in K: was a fiduciary one while that in Metz it was one of buyer 





and seller in a presumably open market. 
™ See Harper & JAMES, op. cit. supra note 24, at 994, where the authors state 
that the modern theory is at civil liability resulting from violation of a criminal 
i> be pattie pally. fer 8 at all, but based on what the courts consider 
show of Crtmatoal £8 For a full discussion of this problem see Morris, The Rela- 
Tt 








iminal Statutes to Tort Liability, 46 Harv. L. Rev. 453 (1933). 
ind Wha os 108, 90 N.W.2d at 109. 
* Note, 23 Minn. L. Rev. 784 (1939); Prosser, pee ones 3 at 157. Also see 
ND. Rev. Cove § 51-0707 (1949) fora statute strictly limiting disclaimers of 
warranty on particular goods, i.e., machinery. 























March] NOTES 348 


view gives no recognition to the business practice of reputable deal- 
ers to assume responsibility for defective goods.*° 

Consideration of the above policy questions might have changed 
the results in Hyland and Metz. In Metz there was strong evidence 
that the buyer was fully aware of the danger of the feed being 
adulterated,** but he purchased it nevertheless. There was nothing 
in the case to suggest duress; nor were there considerations of public 
policy such as prevent restaurants from disclaiming liability for 
adulterated food,*? or prevent employers from disclaiming liability 
under statutes regulating working conditions.** In Hyland, how- 
ever, it seems that the buyer was unaware that he was purchasing 
a new power shovel “as is,” and that the dealer who sold it to him 
would be under no obligation if the machine proved totally defec- 
tive. Even if he was aware of such a bargain, does the enforcement 
of such terms aid “freedom” of contract? At the least, examination 
of these factors could only have helped the court in reaching sound 
decisions in these cases, regardless of the effect on their outcome. 


The Uniform Commercial Code 


Because of the recent proposals that Wisconsin adopt the Uni- 
form Commercial Code, it is interesting to conjecture how the 
provisions of the Code might have affected the decisions in the 


Hyland and Metz cases. The Code generally favors freedom of 
contract, but certain obligations such as reasonableness and good 
faith cannot be disclaimed.** Very important to the results of the 
cases involving disclaimers is a section which prescribes standards 
for valid disclaimers of warranty in sales situations.** Also, another 
section expressly permits a court to examine policy questions in 
determining whether to limit or declare void a particular clause 
or contract on the grounds of “unconscionability.”*¢ 

If the Wisconsin court continued to consider the Metz case as 





” Bogert & Fink, Business Practice Regarding Warranties in the Sale of Goods, 
25 Inn. L. Rev. 400, 415 (1930). 

"The buyer had been a member of the board of directors of the defendant 
corporation when it had been held liable previously for violation of the statute. 
See note 9 supra. 

* Linn v. Radio Center Delicatessen, 169 Misc. 879, 9 N.YS2d 110 (Munic. 
Ct. 1939); Doherty v. S. S. Kresge Co., 227 Wis. 661, 278 N.W. 437 (1938). 

" james Assumption of Risk, 61 Yate L.J. 141, 165 (1952). 

“Unirorm COMMERCIAL Cope § 1-102 (3) [hereinafter cited as U.C.C.]. See the 
comment to this and the following cited sections of the Code for the 
of the sections and as an aid to their uniform construction. Also, see com- 
ment to the title of the Code. 

*=U.CC. § 2-316. 

*U.C.C. § 2-302. See comment 1 to this section for illustrations of what is 
meant by an unconscionable clause and contract. 
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one in which the disclaimer was made in furtherance of an illegal 
act or continued to talk in terms of negligence per se, the case 
would probably not fall under the Code and, thus, not be affected 
by it.*7 However, the Code is intended to cover all commercial 
transactions, including, of course, sales of goods;** and it does con- 
tain provisions which can bar transactions against public policy.* 
Therefore, there are grounds for contending that the Code provi- 
sions should apply to the validity of the disclaimer in Metz. And 
if the disclaimer was found to meet the specific requirements pre- 
scribed by the Code, and it was found reasonable as already sug- 
gested, the agreement might be enforced instead of declared void. 
Regardless of the specific outcome of the case if the court held it 
fell under the Code, an important result would be that the same 
standards would be applied in Metz as would be applied in Hyland. 

The decision in the implied warranty situation involved in 
Hyland would certainly be affected somewhat by enactment of the 
Code for the Code provisions would directly supplant those statutes 
under which the case was decided. The provision for the exclusion 
or modification of the warranties of fitness or merchantability re- 
quires that if the disclaimers are in writing, they must be conspic- 
uous, but notwithstanding that requirement language like ‘as is” 
will exclude all implied warranties.“° From this it would seem 
that the “as is” disclaimer in Hyland would fulfill the technical 
requirements of the Code unless the Code provision could be con- 
strued as requiring even “as is” language to be conspicuous*! and 
it was found that the words in Hyland failed this test (not discussed 
in the opinion). But even then, the disclaimer might fail on the 
ground of being unconscionable.** If the court should find that 
the shovel was completely defective, it might refuse to enforce the 
disclaimer on the theory that the seller could reasonably disclaim 
liability for common repairs to keep the machine running, but 
could not escape liability for furnishing a machine incapable of 





* See U.C.C. § 2-102 from which it might be argued that the Code does not 
affect the liability arising under the feed statute since that would “impair [a] 
statute regulating sales . . . to farmers.” 

* U.C.C. title and § 2-102. 

* U.C.C. §§ 1-102 (3), 2-102, 2-302. 

“U.CC. i 2-316 (2), (3). 

“Such a construction might not be unreasonable even with the “notwith- 
standing subsection nag re of § 2-316(3). Possibly subsection (3) is only 
meant to apply to disclaimers or established usage of trade; see comments 
5, 6, and 7 to this section. There is authority that a written disclaimer cannot 
be effective unless it is so located that the buyer is not excused from reading it. 
Prosser, supra note 14, at 158. 
“U.CC. § 2-302. 
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operating after these repairs were made. Some of the cases discussed 
in the comment to the unconscionability section suggest that a 
broad disclaimer such as that in Hyland might be limited this 
way.*® 


Conclusion 


The problems presented by the two cases discussed here are ob- 
viously difficult and complex. They involve the relationship be- 
tween tort and contract, the effect of implied warranty, the effect 
of violating a statute in terms of civil liability, and the weighing 
of conflicting social values. 

The decisions in the Hyland and Metz cases, although consistent 
with those in earlier disclaimer cases, do not come to grips with 
many of these problems. They distinguished the liabilities in the 
two cases on the basis of theoretical distinctions which overlook 
similarities between the liabilities and did not consider policy 
questions which are involved in determining whether these liabil- 
ities can be avoided by contract. One recent case in a related area 
offers hope that the Wisconsin court may be rejecting the type of 
decision by classification found in Hyland and Metz.** The pros- 
pect of the enactment of the Uniform Commercial Code supports 
the belief that this hope will be realized. 

Jor J. RABIN 





PROBATE—DISPOSITION OF AFTER-ACQUIRED PROPER- 
TY—In 1947, testator executed a will which contained the follow- 
ing provisions: (a) “I give . . . to my first cousin Denver Buser .. . 
my farm consisting of 85 acres more or less, located in the towns 
of Neenah and Vinland, Winnebago county, Wisconsin”; (b) 
numerous specific legacies; and (c) “all the rest, residue, and re- 
mainder of my estate, whether real, personal, or mixed . . . to which 
I shall in any way be entitled at the time of my death I give de- 





“Comment to § 2-302. See especially Meyer v. Packard Cleveland Motor Co., 
106 Ohio St. 328, 140 N.E. 118 (1922). 

“See Smith v. Atco Co., 6 Wis.2d 371, 94 N.W.2d 697 (1959), in which the 
court declares that privity is no longer a requirement in a — action 
against a seller of defective goods; the court mentions Spence v. Rivers 
Builders & Masonry Supply, supra note 18, in which privity was abolished as a 

uirement for actions for breach of implied warranty as well as negligence 
actions. Id. at 383, 94 N.W.2d at 704. 
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vise, and bequeath to Mrs. Mary Wisnac.”+ In 1955, testator bought 
49.36 acres which adjoined his farm in Winnebago county. The 
two parcels were farmed as a unit until his death in 1957. The is- 
sue was whether the 49.36 acres, acquired after the execution of the 
will, passed under the specific devise to Denver Buser or under the 
residuary clause to Mrs. Wisnac. The trial court ruled in favor of 
Denver Buser and the supreme court affirmed.” 


Wisconsin’s after-acquired property statute states: 

Any estate, right or interest in lands acquired by the testator 

after the making of his will shall pass thereby in like manner 

as if possessed at the time of the making the will if such shall 
manifestly appear by the will to have been the intention of the 
testator. (Emphasis added.)* 

Originally, at common law after-acquired realty could not be 
passed by the will because the will was treated as a conveyance of 
realty and only a present interest could be conveyed.‘ Early in 
this country’s history statutes were passed to change the common 
law rule and enable a testator to pass afer-acquired realty. These 


statutes are of three types: 

(1) After-acquired realty is deemed to pass under the will unless 
a contrary intent is shown.. 

(2) The will is to be construed as having been executed immediate- 
ly prior to testator’s death. 

(3) After-acquired realty passes under the will if the testator af- 
firmatively indicates such an intention in the will. (Wisconsin 


type)* 
The Wisconsin statute has become, in comparison to the present 


common law rule of construction, a restriction on the passing of 
after-acquired property. The present common law rule of con- 
struction, that a will speaks as of the death of the testator unless 
a contrary intent is shown,* will allow after-acquired property to 


* Estate of Buser, 8 Wis.2d 40, 41, 98 N.W.2d 425, 426 (1959). 
* The specific legatees apeseles pealed the decision ba Pee standing because their 
ys nacre be mage the after-acquired realty id not fall int) the residuary 


wa. Stat. § 238.03 (1957). This section was enacted in 1849. The annota- 
tion to the 1889 statutes stated that research had not uncovered the exact legisla- 
tive origin of the statute which was enacted in 1849. Wis. Stat. preface, iv (1889). 
s aeeealiict tds aiieait aii an egadeal linn evi Spec of the 
“It always been agreed t, as to personal property, a speaks as of the 
death of the testator; both at common law and under modern statutes . 
—_— . Jur. Wills § 1210 (1948). For Wisconsin approval of this view see, Estate 
fisting Wis. 113, 52 N.W.2d 375 (1952). 
listing of the statutes together with an indication of the type of statute 
each tuts to-teent te 14 Iowa L. Rev. 172, 187-90 (1929). 
*2 Pace, Wits § 938 (lifetime ed. 1941). This is the rule in all aspects 
of will construction. See Will of Parker, 273 Wis. 29, 76 N.W.2d 712 (1956). 
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pass’ if the after-acquired property fits the terms of the devise. No 
affirmative intent need be shown. The effect of the two rules of 
construction can be illustrated by determining what a simple 
residuary clause, “I give the residue of my estate to X,” would pass 
under each rule. Under the present common law rule it is clear 
that the after-acquired realty will be included in this clause.® 
Under the Wisconsin statute, the Wisconsin court has implied that 
such a clause would not pass after-acquired realty; something addi- 
tional is necessary to show testator’s intent to pass after-acquired 
realty.® 

Similarly, under the common law rule of construction, after- 
acquired realty will pass under a specific devise if the terms of the 
devise are sufficiently broad; 1° yet after-acquired realty may not 
pass under the Wisconsin statutory rule of construction. If the 
after-acquired realty is adjacent to and used in conjunction with 
the realty given in a specific devise it is likely that testator thought 
of the property as a unit. Therefore, there is a judicial tendency to 
circumvent the statutory rule of construction because of a desire 
to effectuate testator’s intent. 


In Young v. Mosher,™ the will specifically devised “the Wood- 
ford homestead, property situated in that part of Portland, Maine 


formerly know as Deering.”?* In addition, a residuary clause ex- 
pressly passed after-acquired property. A strip of land adjacent to 
the Woodford homestead was acquired after the will was drawn 
and treated as a part of the Woodford homestead until testator’s 
death. The Maine court, interpreting a statute identical to section 
238.03, held that the statutory rule of construction applies only 
“where the question lies between certain property passing by the 





'The will is no longer treated as a conveyance. Because of this fact, one 
would expect the common law to reach the result that after-acquired ty 
could pass under the will. This did not happen because almost all states 
had passed statutes enabling after-acquired realty to pass. Even where such 
statutes had not been enacted, other means were used to allow the testator to 
pass after-acquired realty. See Patty v. Goolsby, 51 Ark. 61, 9 S.W. 846 (1888) 
and 3 AMERICAN LAw oF Property § 14.13 (Casner ed. 1952). 

*Since at the date of the testator’s death the residue includes after-acquired 
realty and no contrary intention is shown, the after-acquired realty will pass. 

* Will of Smith, 176 Wis. 494, 500, 186 N.W. 180, 183 (1922), which held that 
the words in “possession or ex cy” were sufficient to indicate an intention 
to pass after-acquired realty. is is the only Wisconsin case in which section 
238.03 was applied to the terms of a will. 

*If the terms of the devise are too narrow, the courts have held that this 
shows testator’s intent to limit the devise to things in existence at the time of 
drawing the will. See 2 Pace, Wits § 938 (lifetime ed. 1941) and Note, 23 Iowa 


L. Rey. 380 (1988). 
"115 Me. 56, 97 Atl. 215 (1916). 
® Jd. at 57, 97 Atl. at 216. 
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will or by descent’’* and was inapplicable where the after-acquired 
realty clearly could pass under the residuary clause. Then, using 
the common law rule of construction that the will speaks at death, 
the court held that the after-acquired property passed to the spe- 
cific devisee. 

In the Buser case, the Wisconsin court did not cite the Maine de- 
cision but in effect relied solely upon it.* Section 238.03 was held 
to be inapplicable and the common law rule of construction was 
applied. Under this rule the court held that the after-acquired 
realty passed under the specific devise to Denver Buser. 

It is submitted that section 238.03 was applicable to the specific 
devise in the Buser case. On its face the statute requires an af- 
firmative indication of testator’s intent to pass after-acquired realty 
in all situations. The Wisconsin court held that the statute was 
applicable only to testate-intestate situations and not to the situa- 
tion where the property clearly passed under the will. 

The court’s interpretation of the statute would apply only if 
there were a separate clause, not connected with any devise, which 
negated the statutory rule of construction by stating “this will is 
intended to pass after-acquired property.” But where the intent to 
pass after-acquired property is to be effectuated through one clause 
in the will, here the residuary clause, the statutory rule of construc- 
tion should still be applied to the other clauses of the will. Other- 
wise, a residuary clause designed to pass after-acquired property 
would permit the court by using the common law rule of construc- 
tion to pass after-acquired realty under certain specific devises 
which conceivably could not have been done if the statutory rule of 
construction had been applied. 

The majority of courts in states with similar statutes have held 
that specific devises such as appeared in Buser do not show an in- 
tent to pass after-acquired realty.1* However, in cases where no 
residuary clause passes after-acquired realty, some courts, influ- 





4 Id. at 58, 59, 97 Atl. at 216. They held that once testacy was admitted the 
statute dropped out of the picture. 

“The court cited 3 , Wats § 960 (lifetime ed. 1941) and THompson, 
CONSTRUCTION OF WILLS § 229 (1928) to support this contention. A closer look 
at these two treatises reveals that their sole authority was the Maine decision. 
Two other courts in the same situation have come up with opposite results; Hill 
v. Bacon, 106 Mass. 578 (1871) (applied statute to s c davies and held that 
after-acquired realty went to residuary devisee); an Hale v. Audsley, 122 Mo. 
316, 26 S.W. 963 (1894). 

pr re Pia’s Will, 62 N.Y.S.2d 265, 266 (Surr. Ct. 1946) (“all my real and per- 

, consisting of a house on Duncan Avenue”); In re Schult’s Estate, 
oN N.YS.2d 573, 574 (Gurr. Ct. 1944) (“my real estate consisting of about two 
acres”); Spear v. Stanley, 129 Me. 55, 57, 149 Atl. 603, 604 (1930) (“two-thirds of 
my interest”); Wright v. Masters, 90 N.E. 797 (Ohio, 1909), 
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enced by the presumption against intestacy, have permitted the 
after-acquired realty to pass under the specific devise by giving a 
strained construction to the devise.’* In Buser, intestacy was never 
a factor. 

The general common law rule is that a specific devise, if its 
terms are sufficiently broad, will pass after-acquired realty.** Claus- 
es couched in generic terms such as “my Woodford homestead” 
can fairly be interpreted to include after-acquired property which 
fits such description. If the devised realty is described by quantity, 
testator’s interest, legal boundaries, or general location, a question 
arises as to whether they restrict the devise so as to bar the passing 
of after-acquired realty.'* 

In general, courts have liberally construed these terms to be 
words of description where it is shown that after-acquired realty 
was used in conjunction with the orginally devised land.® This 
approach was taken by the Wisconsin court in the Buser case. Al- 
though the expanding of an 85 acre devise into a 135 acre devise 
may appear extreme, the result seems desirable. Keeping the farm 
intact is probably consistent with testator’s intention since he had 
devised the entire farm to one person and had farmed the two 
parcels as a unit during his lifetime.*° 

The primary significance of the Buser case is that it draws atten- 


tion to Wisconsin’s outmoded after-acquired property statute. This 
statute is a restriction on the accepted doctrine that a will should 
be construed to dispose of all of the testator’s property and upon 
the normal rule of construction that a will speaks as of the death 





*In re Little Joe, 165 Wash. 628, 5 P.2d 995 (1931); Durboraw v. Durboraw, 
67 Kan. 139, 72 Pac. 566 (1903). See Note, 10 Wyo. L. J. 193 (1955). 

" This is the invocation of the will speaks at death rule of construction. 

* See note 10 supra. 

* Estate of Winsby, 108 Cal. App. 619, 291 Pac. 851 (1930), noted in 19 CALIF, 
L. Rev. 213 (1931); Sussex Trust Co. v. Polite, 12 Del. Ch. 64, 106 Atl. 54 (1919); 
Brown v. Hamilton, 135 N.C. 10, 47 S.E. 128 (1904). But cf., Nashville Trust Co. 
v. Grimes, 179 Tenn. 567, 167 S.W.2d 994 (1943). The presumption against 
intestacy is ere in construing these clauses. Halderman v. Halderman, 
342 Ill. 550, 174 N.E. 890 (1931). Some courts have been very strict in construing 
these devises: McComb v. McComb, 121 W. Va. 53, 200 S.E. 49 (1939); Dunlap v. 
Hart, 274 Mo. 600, 204 S.W. 525 (1918). Annot., 18 A.L.R.2d 519 (1951), covers 
this general area. 

* An ment against this proposition is that this is a violation of the statute 
of wills. court has said that this would in effect be making a codicil for the 
testator which he did not choose to make. Hale v. Audsley, 122 Mo. 316, 26 S.W. 
963 (1894). However, what the court did in Buser is to give effect to the will as 
the testator would have wanted it as of the time of his death. For another 
Wisconsin case construing a will on the same basis see Will of Frost, 3 Wis.2d 
603, 89 N.W.2d 216 (1958). In the Frost case, the court reduced a specific devise 
bY giving a time of death construction. This was consistent with testator’s use 
of the property. 
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of testator. Under section 238.03, it is often difficult for the court 
to give effect to testator’s probable intention. 

A statute stating: 

Every will shall be construed, with reference to testator’s real 


and personal estate, to speak and take effect as if it had been 
executed immediately before the death of the testator** 


would allow after-acquired property to pass under the will with- 
out the necessity of showing an affirmative intent. In addition, it 
would permit the court to use a “time of death” construction to 
reach a result consistent with the probable intention of a testator 


at the time of his death. 
Howarp A. Davis 





CREDITORS’ RIGHTS—MECHANICS’ LIEN—ACTUAL USE 
AS A REQUISITE TO A LIEN—In Builder's Lumber Co. v. 
Stuart, plaintiff asserted a mechanics’ lien on a certain building by 
virtue of its delivery of lumber and building supplies to defendant's 
agent. A large portion of the materials sold was not, in fact, used 
at the construction site of the property in question but at another 
building site. Eleven lien claimants and judgment creditors who 
claimed a security interest in the same building answered plain- 
tiff’s complaint alleging that plaintiff's priority should be limited 
to the value of materials actually used at the construction site. In 
allowing plaintiff's lien for the entire amount of materials sold, 
the court held that defendant Stuart’s act (through his agent) of 
calling at plaintiff's place of business with a truck and taking de- 
livery was sufficient to sustain the lien. 

In Stuart the court dealt with a variation of a problem which has 
confronted courts in every state since the inception of mechanics’ 
lien statutes. In order to support a mechanics’ lien, must material 
be used in the construction work for which it was furnished, or 
is it sufficient if the materials were merely “furnished” for the im- 
provement of or delivery to the building site? 

Certain statutory phrases support the interpretation that actual 
use is a requisite. Illustrative of this is the Rhode Island statute 
which simply gives a mechanics’ lien for materials “. . . used in the 





® Pa. STAT. AWN. tit. 20, § 180.14 @) (1950). 
16 Wis.2d 356, 94 N.W.2d 630 (1959). 
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construction of .. .”? a building and even more explicit is the South 
Carolina statute which grants a lien “. . . for materials furnished 
and actually used. .. .”* 

Apart from these statutes which clearly require actual use are 
those statutes which are ambiguous on this requirement. The pres- 
ent Wisconsin statute gives a lien to anyone who “. . . furnishes 
any materials . . . for the improvement of land. . . .”* Thus, the 
answer to the problem posed depends upon the interpretation of 
the word “furnishes.” In some jurisdictions this term has been in- 
terpreted to mean actual use,® while in others it has been held that 
delivery of the materials to the building site is sufficient.* Even 
more liberal are the holdings that materials are “furnished” when 
there is either actual or constructive delivery at or near the build- 
ing,’ when the materials are delivered at a place other than the 
building site, but where agreed upon and accessible for use by the 
owner,® or when they are delivered to the contractor in good faith 
for the purpose of being used in the improvement.’ 

In the interpretation of these ambiguous statutes there has arisen 
two opposing doctrines. The first, and majority view, is the one 
which served as the basis for the Stuart decision—delivery of ma- 
terials to the building site or furnishing of materials for the par- 
ticular improvement is sufficient to sustain a mechanics’ lien. The 


second, and more restricted view, is that to support a lien the ma- 
terials must actually be used in the building or other improvement 
for which they were furnished. 

Courts have given three grounds for the majority rule. First, as 
a practical matter, it is an inequitable hardship for the material- 
man to prove actual use of the materials in the construction.” 
Second, where the contractor has converted the materials, as be- 





* R.I. Gen. Laws Ann. ch. 34, § 28-1 (1956). 
*S.C. Cope § 45-251 (1952). 
* Wis. STAT. § 289.01 (2) (a) (1957) which teads in full: 
“Every contractor who performs any work or procures its performance or 
furnishes any materials or plans or cations for the improvement of 
land shall have a lien therefore upon the interest of the owner in such land. 
Such lien is limited to one acre, in municipalities, and to forty acres else- 
where, unless the improvement, as a unit or continuous thing, extends over 
or across larger areas in which case said limitation of area shall not apply.” 
* Nevada County Lumber Co. v. Janiss, 25 Cal. App.2d 579, 78 P.2d 200 (1938). 
*Small v. Foley, 8 Colo. App. 435, 47 Pac. 64 Se Totten & Hogg Iron & 
Steel Foundry Co. v. Muncie Nail Co., 148 Ind. $72, 47 N.E. 703 (1897); Morris 
County Bank v. Rockaway Mfg. Co., 14 N.J. Eq. 189 (1862). 
aon (192 Lumber Co. v. Sigma Chi Chapter House, 49 Ind. App. 528, 97 N.E. 
‘A. E. Shorthill Co. v. Aetna Indem. Co., 124 N.W. 613 (lowa 1910) 
* Giant Portland Cement Co. v. State, 232 N.Y. 395, 194 N.E. 822 (1922). 
* Derbes v. Marshall, 183 So. 74 (La. 1988). 
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tween two innocent parties one of whom must suffer a loss, he who 
could have most easily protected himself should be called upon to 

bear the loss. Since the owner of the building could have required 

a bond from the contractor, the owner is the one to bear such 

loss." Third, where the owner has fraudulently used the materials 

elsewhere, or converted them, he would be unjustly enriching him- 

self at the expense of the materialman if the latter’s lien were to be 

defeated.” 

The minority doctrine is supported by the fundamental concept 
of a mechanics’ lien: that it is only just and equitable to grant it 
against property which has been enhanced in value by virtue of 
the usé of the materialman’s supplies, and conversely, inequitable 
to burden it to secure the price of materials which never entered 
its construction.'* 

The fundamental premise supporting the Stuart decision, 1.e., 
section 289.01 does not require actual use to support a lien, was 
established in 1868 in the case of Esslinger v. Huebner. * There it 
was resolved that in a contest between a materialman and the 
owner of a building, the former had a lien for materials sold with 
the understanding that they were to be used in erecting the build- 
ing, though the latter made a different disposition of them. The 
court held that it was the plain intent of the statute to allow 
materialmen to furnish supplies on the credit of the building to be 
erected; and if the owner could obtain them on that credit, dispose 
of them for money and then procure other materials and thereby 
defeat the lien, then such conduct would operate as an evasion of 
the statute. 

The Stuart court also relied on Barker & Stewart Lumber Co. 
v. Marathon Paper Mills Co., * where actual physical incorporation 
of the materials into the structure was held not essential to the lien 
in all cases. It was stated that when materials are used directly 
upon the work or structure itself, and are instrumental in pro- 
ducing the final result, and are actually consumed in the use, then 
they may be said to form a part of the completed structure, though 
not physically incorporated therein.’ 





“ Hortman-Salmen Co. v. Raymond, 13 La. App. 490, 127 So. 452 (1930); 
District Heights Apartments, Inc. v. Noland Co., Md. 43, 95 A.2d 90 (1952). 

™ Neumann Vv. Strandt, 195 Wis. 610, 219 N.W. 348 (1928). 

* California Portland Cement Co. v. Wentworth Hotel Co., 16 Cal. App. 692, 
118 Pac. 103 (1911); Haas Electric & Mfg. Co. v. Springfield Amusement Park 
Co., 236 Ill. 452, 86 N.E. 248 (1908). 

22 Wis. 602 a 

* 146 Wis. 12, 130 N.W. 866 (1911). 

* See also, Standard Oil Co. v. Lane, 75 Wis. 636, 44 N.W. 644 (1890) which 
involved a dispute as to a lien attached for oil used on machinery installed in a 
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Besides the Esslinger and Barker cases, the Stuart decision cites 

other Wisconsin cases as authority for its decision. Fitzgerald v. 
Walsh," held that the right to a mechanics’ lien is not dependent 
upon whether a building is actually constructed, and hence once 
lienable work is done the right of a lien cannot be defeated there- 
after by any act of the owner. In Francis & Nygren Foundry Co. v. 
King Knot Coal Co.,* it was mentioned in dicta that while deliv- 
ery to a contractor does not constitute such a furnishing of the ma- 
terials as entitles a sub-contractor to a lien, where there is delivery 
to the owner, it is his own wrong which prevents the incorporation 
as intended and expected by the seller and therefore a lien attaches. 
Lastly, Neumann v. Strandt,’® concluded that the supplier of ma- 
terials who increases the value of the premises shall have a right of 
recoupment by resort to the building in the event the price of such 
materials remains unpaid. Thus materials can be furnished upon 
the credit of the building to be erected; otherwise, the owner might 
unjustly enrich himself at the expense of the materialman. 

Perhaps, in view of all this authority the court in the Stuart case 
felt obliged to render a judgment in favor of plaintiff. This case 
seemed to fit perfectly into the scheme of established precedent. 
The court, however, neglected one important factor. Unlike all 
the other cases this case was not a suit by a materialman asserting 
a lien against the owner of the building upon which the lien was 
placed. Rather this was a contest among secured and unsecured 
creditors of the owner of the building for priority from the pro- 
ceeds of the sale of the property. Indeed, the owner, Stuart, was 
only a nominal party in the suit. He made no appearance, prepared 
no answer, and only filed an admission that he consented to entry 
of judgment in accordance with the laws of the state. The property 
was about to be sold by foreclosure. The issue was: what would 
each of Stuart’s creditors receive from the proceeds of the sale? 
Whether or not plaintiff was successful in its attempt to secure a 
lien in no way affected the owner’s interest. 





structure. The lien was denied on the grounds that though the oil protected the 
machinery and thus preserved it, the intent of the statute was that only materials 
used and labor performed on machinery which enhanced its value and became 
art of such machinery, should give rise to a lien. In that connection, Moritz v. 
ds Lumber Co., 158 Wis. 49, 146 N.W. 112 (1914), concluded that. the right 
to a mechanics’ lien must be found in the statute, and the statute must be 
liberally construed with a view of carrying out its intention and remedial pur- 
poses. Therefore, where the material is used directly upon the structure, instru- 
mental in producing the final result, and actually consumed in use, it may be 
said to form a part of the structure. 
* 107 Wis. 92, 82 N.W. 717 (1900). 
* 142 Wis. 619, 126 N.W. 39 (1910). 
*195 Wis. 610, 219 N.W. 348 (1928). 
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Because the Stuart case was not a contest between an owner and 
a materialman, the considerations which support the more liberal 
interpretation that material need not actually be used in construc- 
tion are inapplicable. First, there is no hardship upon Builder's 
Lumber Co. to prove actual use for under the theory of its com- 
plaint actual use need not be alleged. Second, since this is not a 
situation where a contractor has diverted the materials, the notion 
that the innocent owner could most easily have protected himself 
is also inapplicable. Finally, whether the plaintiff's lien is granted 
or denied, the owner cannot be unjustly enriched for he is not a 
real party in interest. 

A closer examination of the Wisconsin cases cited in the Stuart 
decision add further credence to the argument that no equity ex- 
ists in plaintiff's favor. The court in the Esslinger case called spe- 
cific attention to the fact that it was deciding a dispute between 
a materialman and owner of the erected building, and went on to 
state: 


. .. What rule would obtain as between different materialmen, 
where both had sold on the credit of the building, . . . is not 
here determined. . . . Undoubtedly questions of equity might 
arise between different materialmen, where both had sold on 
the credit of the building, the materials of one being used. . . .?° 


In the Fitzgerald decision, the critical conclusion is that the right 
of a lien cannot be defeated thereafter by any act of the owner. And 
the Neumann decision adds, otherwise the owner might unjustly 
enrich himself. No other equitable reason can be found for favor- 
ing Builder’s Lumber Co.'s lien at the expense of the subsequent 
lienors, judgment creditors, and mortgagees. True, all parties are in- 
nocent, but the subsequent secured and unsecured creditors had 
no possible way of protecting themselves from plaintiff's secret 
lien. They could have investigated the building site but would 
have found no evidence of plaintiff's materials thereon. They could 
have examined the records in the office of the clerk of the circuit 
court and again would have discovered nothing.** The only alter- 
native would have been a comprehensive investigation of every 
building supplier to ascertain whether he had delivered materials 





*” Esslinger v. Huebner, 22 Wis. 602, 603 (1868). 
provides: 


™ Wis. STAT. ; 289.06 (1957) i 
“No lien all exist and no action to enforce the same shall be maintained 
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to Stuart, and intended to assert a lien for such. This, of course, is 
unreasonable. On the other hand, Builder’s Lumber Co. could 
have protected itself merely by using greater precaution to see that 
the materials were actually used as contracted for. 

In retrospect, even under the most liberal construction of the 
Wisconsin mechanics’ lien statute, there appears to be no legisla- 
tive intent to give priority over other lien claimants, creditors, and 
mortgagees, to a materialman who admits his materials did not 
improve or enhance the value of the property. True, Wisconsin pre- 
cedent clearly establishes that actual use is not a requisite where 
the suit is pursued against the owner of the property. However, 
when the owner has no interest in the suit, the purpose of the en- 
largement of the general rule disappears and it is no longer equita- 
ble and just to acknowledge it. 

GILBERT W. RUBLOFF 





PROCEDURE—DEFECTIVE COMPLAINT IN CIVIL MALI- 
CIOUS PROSECUTION ACTION—In Novick v. Becker, the 
Wisconsin court for the first time considered the necessity of 
alleging want of probable cause in malicious prosecution cases 
based upon prior civil actions.? The defendants garnished plaintiff's 
bank accounts and filed garnishment summons and complaint. 
When the trial court dismissed the case, plaintiff sued for malicious 
prosecution. Plaintiff alleged that defendants had no cause of ac- 





14 Wis.2d 432, 90 N.W.2d 620 (1958). 

*For a general discussion of malicious prosecution, see: 34 Am. Jur. Malicious 
Prosecution (1941); 54 C.J.S. Malicious Prosecution (1948); Prosser, Torts, §§ 98, 
99 (1955); ResraTemMeENT, Torts, § 674 (1938); 1941 Wis. L. Rev. 257. See also: 
ge A. , 242 Wis. 638, 9 N.W.2d 106 (1943); Holmlund v. Zierke, 266 

. 219, 63 N.W.2d 45° set ger yobs gh be By mag peor 
is NWed 24 ye ts of a malicious tion cause of action); 
Bristol v. Wis. 297, 36 N.W.2d 56 (1949); DeVries v, » 222 Wis. 
5C1, 269 N.W. 270" (i986) Oosterwyck v. Bucholtz, 250 Wis. 521, 27 N.W.2d 361 
(1947); Peters v. Hall, 263 Wis. 450, 57 N.W.2d 723 (1953); and Tarantino v. 


Griebel, 9 Wis.2d 87, 100 N.W2d 350 (1960) ( probable 
H tv. 
(1908) (eevee Bec of ma) : ore gt. 11] Wis. 613, 


190) huhery Gee 
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tion at the time they initiated the garnishment action.’ The trial 
court overruled a demurrer to the complaint; the supreme court 
reversed and sustained the demurrer, holding: 


es complaint] is fatally defective in another respect. This 

is because there is completely lacking any allegation that the 
defendants instituted the garnishment at without 
probable cause. Such an allegation is absolutely essential in or- 
der to state a cause of action for malicious prosecution based 
upon a prior civil suit.‘ 

This language is open to two interpretations: (1) the exact words 
“without probable cause” must appear in every malicious prosecu- 
tion complaint; (2) want of probable cause must be alleged in every 
such complaint, but that any words which convey the same mean- 
ing as “without probable cause” will be sufficient. 


Those jurisdictions which permit malicious prosecution suits 
based upon a prior civil action require the complaint to contain 
either: (1) a direct allegation of want of probable cause; or, (2) no 
direct allegation of want of probable cause if facts are alleged from 
which an inference can be drawn of want of probable cause; or, 
(3) both a direct allegation of want of probable cause and, in addi- 
tion, such facts as will support an inference of want of probable 
cause.* By its holding in the Novick case, Wisconsin has placed it- 
self in the first group by requiring a direct allegation of want of 
probable cause. 


In those jurisdictions which require a direct allegation of want 
of probable cause, no specific words are necessary.* Generally, words 
which convey the same meaning as without probable cause are suf- 





* Brief for Appellant, pp. 103-04, Novick v. Becker, supra note 1. The words 
used were: 


“That the said garnishment action by the defendants against the plaintiff 
was a wrongful garnishment in that the said defendant had no cause of 
action against the plaintiff at the time the garnishment action was started.” 

*4 Wis.2d at 438, 90 N.W.2d at 623. The supreme court cited Annot., 14 
A.L.R.2d 264, 269, 275 (1950) as pg yar for holding. This annotation is 
entitled, “Necessity and iency of allegations in complaint for malicious 
prosecution or tort actions analogous thereto that defendant or defendants acted 
without probable cause.” 

5 Annot., 14 A.L.R.2d 264, 289 (1950); 34 Am. Jur. Malicious freecusion 5 116 
(1941); 54 C.J.S. Malicious Prosecution § 77a (1948); Elmer v. Chicago & N. W. 
Ry., 257 Wis. 228, 43 N.W.2d 244 (1950). 

*In Estrada v. Kreeger Store, Inc., 147 La. 291, 294-95, 84 So. 786, 787 (1920); 
the Louisiana court said that although the words “without probable cause” were 
preferred, they were not absolutely required. See: Annot., 14 A.L.R.2d 264, 282 


(1950). 
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ficient." The words in the Novick complaint were inadequate when 
measured by this standard. They were similar to a clause held in- 
valid by the Nebraska court in Jones v. Fruin.? The likelihood is 
that the Wisconsin court intended only to hold that the Novick 
complaint contained an insufficient allegation of want of probable 
cause. 

In support of its holding in the Novick case, the court cites an 
annotation which states that the words “without probable cause” 
need not be specifically used.* Therefore, it is believed that the 
Wisconsin Supreme Court intended to require only a direct allega- 
tion of want of probable cause but not to require the use of the 
specific words “without probable cause.” It is doubtful that the 
court would impose such a strict requirement in view of the in- 
creasing liberality with which pleading has been treated. 

Absence of the words “without probable cause” and a literal in- 
terpretation of the words of the Novick opinion by a cautious trial 
court could lead to a sustained demurrer. Novick illustrates that 
lawyers in preparing complaints should familiarize themselves with 
the substantive elements of a cause of action rather than relying 
on “form books” for their answers. Although it is believed that such 
a result was not intended, the safest course now is to use the words 
“without probable cause” in every malicious prosecution complaint 
based upon a prior civil action. 

WILLIAM J. SULLIVAN 





"Spaids v. Barrett, 57 Ill. 289, 295 org (approved “without any reasonable 
or probable cause”); Banken v. Locke, 136 La. 155, 158, 66 So. 763, 764 (1914) 
(approved “without any cause or justification”); Bregman v. Kress, 83 oe Div. 
1, 5 81 N.Y. Supp. 1072, 1074 (1903) yg “without just cause”) ett v. 
Thompkins, 10 Wash.2d 697, 699, 118 P.2d 190, 191 (1941) (approved Jisctendants 
had no reasonable ground to believe that plaintiff had been guilty of any crime, 
— said defendants by false statements procured a purported warrant of 
arrest. .. .”). Loftus v. Columbia Ribbon & Carbon Mfg. Co., 91 N.Y.S.2d 102 
(1945) " disa proved “without proper cause ”"); Mitchell v. Mattingly, 58 Ky. 
(1 Met.) 237, 241 (1858) (disapproved “without good cause”); Marshall v 
Bussard, 21 Va. (1 Gilm.) 9, 10 (1820) (disapproved “unjustly, improperly ead 
without good cause 

*26 Neb. 76, 78, 42 N.W. 283 (1889). The phrase was: 

“That said order of attachment was wrongfully and maliciously sued out, 
and no just grounds existed for issuing same, and the statements in said 
affidavit as a ground therefore, are false and untrue.” 

*Annot., 14 A.L.R.2d, supra note 5. The cases cited were Estrada v. K 
Store, Inc., supra note 6; and Spaids v. Barrett, supra note 7. The Washi 
1989), reached the same conclusion in Drake Vv. Anderson, 334 P.2d 477 (Wash. 
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